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;entuxy is undergoing rapid changes owing to the exigencies of 
***' The loss of foreign markets and the difficulties of transport 
both internal and to such other foreign countries as are still acces¬ 
sible, have rendered forward trading difficult. Even before the 
sutbteak of the present war and especially since the World Dupre* 
f h»n of 1930-31 import restrictions, quotas, exchange regulations 
tnd bilateral and multilateral trade agreements had begun to 
4 4ienge the course of the marketing system that was governed by 
afssez faire. The ideas of planned economy and crop restrictions, 
jnport restrictions, etc., had found favour even in Democratic 
countries. Forward trading was the best that the laissez faire 
system could produce and it was its lsBt word to promote stability 
>f prices thus facilitating marketing of agricultural produce. With 
aissez faire discredited, almost every economic activity was plan¬ 
ned in the Totalitarian countries. As for the future, the marketing 
ystem will depend on the stmcture of society and if, as seems not 
mprobable, even the Democratic countries adopt the principle of 
planned economy for reconstruction after the war is over, the 
narketing system that has prevailed up to now may be greatly 
modified. This, however, is a peep into the future. 

In the meantime if efforts can be made in India to ascertain 
he cost of production of the main commodities, and the average 
ret return to the cultivator for them over a series of years, it will 
«e a great help to the vast mass of agriculturists concerned and a 
aluable source of guidance to the relative local Governments. I 
tiope that the various Universities in India which train students for 
advanced research in Economics will mike efforts to handle this 
question of contemporary, almost day to day, importance to our 
agricultural economy. Dr. Dholakia's enterprise in undertaking 
a study of this nature deserves high appreciation by all interested 
r the study of the economic structure of the country. 

1 kuieeta". Ridge Road, 

Bombay, 6. 

30th April 1942, 


Purshotamdas Thakurdas. 



Editor's Preface to First Edition 


The growth of futures markets in various commodities is u 
important development in modem business methods. The cotton 
futures market is the most important of such markets in our 
country. Though a large number of persons are interested in th 
work of these markets, we have no authoritative source of mforma 
tion regarding their actual working; nor has there yet been any 
attempt at giving a detailed explanation of their economic signi¬ 
ficance. The part such markets play in the formation of prices, in 
the allocation and distribution of risk and in the evening out of 
seasonal and other fluctuations is of the highest theoretical and 
practical interest 

The present volume » the firet systematic attempt to fill thi 
gap. After giving a brief history of the futures trading in Cotton 
the author proceeds to analyse the nature of a futures contract 
bringing out its full implications. The organisation of a futures 
market in cotton is discussed with particular reference to the East 
India Cotton Association. The main issues regarding the problem 
of the regulation of these markets have been explained and con¬ 
crete suggestions are made to indicate the lines of reform. The 
author has also made useful comparisons with similar markets 
other countries. 

Though the information regarding cotton futures markets i» 
other countries is available, the only way to obtain the data regar 
ing the Indian market was to obtain familiarity with the actu 
working of the market by attending the ring and by being k 
contact with those actually engaged in the market. The difficultk 
of obtaining the necessary facilities for such a purpose on the pat 
of an academic worker are obvious. I have referred in aeme o‘ 
the fonner volumes in this series to the need for closer co-operation 
between businessmen and academic workers in the interests o 
research and spread of knowledge. I must record with grateful 
thanks the ungrudging help which we received from Mr. Prank 1 
DevkaTan Nanjee who extended to the author the privileges of a 
member of his staff in order that he may obtain the necessary 
insight into the working of the market. The East India Cotto 
Association and the Karachi Cotton Association as well as Severn 
prominent members of the trade were good enough to help the 
author in obtaining information and in discussing difficult points. 

We are grateful to Sir Purshotamdas Thakurdas for his kind¬ 
ness in writing a foreword to this volume; it was in the fitness of 
things that he should do so; the present status and organisttiokt 
o( the Bombay Cotton Market are his creation. When die dM|| 
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wu referred to Sir Purshotamdas by die University of Bombay 
he took a keen personal interest in it; the author and I had oppor¬ 
tunities to discuss points arising out of the book with Sir Punho- 
tamdas for several hours and his sympathetic criticism has gone 
a long way to improve the quality of the book. It may be added, 
however, that the author alone is responsible for the opinions 
expressed in the book. 

School of Economics & Sociology, C N. VAKIL. 

University of Bombay, 

30th April. 1942. 


■ ■ ■ SO S 

Editor's Preface to Second Edition 

The demand for a second edition of this book shows that it has 
supplied a real want and has been found useful by those concerned. 
Since the first edition was published, several important develop¬ 
ments have taken place. The author has taken the opportunity to 
thoroughly revise the book in the light of recent events. Particular 
reference must be made of the addition of two new chapters, one 
on 'the hedge contract system for Indian cotton' and the other 
on 'Universal standards for Indian cotton . Similarly new sections 
( pn 'war time factors affecting cotton prices' and 'Bombay Forward 
Contracts Control Act, 1947' have been added to the chapters on 
'Prirea' and 'Regulation' respectively. It is hoped that the revised 
edition will be found useful for the study of the subject aB well as 

* source of reference, 

a 

‘‘School of Economic & Sociology, C. N. VAKIL. 

University of Bombay. 

30th November 1949. 
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CHAPTER I 

INTRODUCTION 


THERE arc probably few subjects upon which more nonsense 
is talked or moie ignorance is displayed than ‘futures trading/ 
There are, perhaps, very few public and private institution* which, 
generally speaking, attract as much attention and occupy as much 
space in the public imagination as the cotton futures markets. It 
is a commonplace view in this connection that risk is universal. 
Speculation is inevitable. Speculative risk may be transferred by 
one group to another, but it cannot be obliterated. In fact, it is 
an all pervading factor in the marketing of an agricultural staple 
commodity from the field to the factory; from the producer to the 
consumer. The technical apparatus of marketing has become so 
intricate that scarcely anyone but an operator or a professional 
dealer has any opportunity of making himself familiar with it. 

IMPORTANCE OF THE SUBJECT 

Markets may be distinguished as fanners' local markets, central 
markets, spinners' markets and futures markets. An understanding 
of cotton marketing involves information of dll these vaiious types 
of markets and a knowledge of the factors affecting prices which 
in turn tend to deteimine its consumption as well as production. 
It is a matter of common experience that out of these markets, the 
futures markets, by virtue of their organisation and operation, 
stand at the top of the modern marketing system. It is a futures 
market that largely determines the prices in all the other markets. 
It is in an organised market that prices reflect the consensus of 
trade opinion since the composite judgment of all Lhe operators 
is being constantly recorded in the current or ruling price of the 
commodity. 

A futures market offers an easy anrl rapid method for the 
expression of the mass opinions of both buyers and sellers of the 
commodity It furnishes another great advantage in that the price 
is determined during eveiy hour of the trading day against which 
both producer and consumer can check any offers they receive. 
Socially viewed, an organised produce market is a remarkable 
institutional accomplishment in an economic order in which price 
is of dominant significance. The futures market has become a 
beautifully balanced machine which reflects the world's conditions 
of supply and demand for a particular Btaple. One of the highest 
forms of mechanical and technical efficiency in commercial dealings 
today is therefore found in the commodity futures markets. More¬ 
over, the futures markets and their activities have not only a dis¬ 
tinct place in the industrial structure of the present day, but they 
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are alio recognised, as lawful bodies. 

SPECIAL SIGNIFICANCE OF THE STUDY TO INDIA 

The value of 'futures markets' or methods of organised market* 
ing was discovered early in modern commercial history. These 
markets or methods are apparently demonstrating their usefulness 
for an increasing range of commodities. It was not until the 19th' 
century, however, that the commodity 'exchange* reached its full 
development in the world. Industrial countries like England, 
Germany, the U.S.A., etc., began to evince some interest in the 
development of the 'exchange' marketing system and tried to 
render its mechanism as perfect as possible. But in India, condi¬ 
tions were different. The futures markets were in the beginning 
condemned as speculative agencies. They were regarded as devices 
of middlemen to resell products repeatedly at profit to themselves. 
For a long time past, the futures markets were supposed to be 
nothing short of gamblers' dens. Even today, at times, it is not 
uncommon to hear that a futures market, say, for cotton, is the 
cause of low prices ot of high prices- This confusion of ideas is 
not unnatural. As a matter of fact, it may be stated that in our 
country all futures markets, either in commodities or securities, are 
more or less covered with secrecy. This may be due to the fact 
that those who enjoy the monopoly of dealing in a restricted field 
believe it to be in their own interest to make a mystery of their 
craft or profession. But the chief reason that strikes us is that 
little has been done in India by the State, or by the trade to tear 
aside this veil of mystery about futures trading in general and 
organised produce markets in particular. In view of this lament¬ 
able state of affairs, and in comparison with the highly developed 
and efficiently organised marketing system pi evading abroad, it 
seems that a great deal remains to be done in our country in this 
direction. 

Exchanges for agricultural produce can he compared to the nerve 
centre of the price system which is the foundation of the prevailing 
economic order. Its strength or weakness is bound to be forcefully 
reflected in our present day economic system. Even the marketing 
surveys conducted by Lhe Marketing Department of the Govern¬ 
ment of India and of the Provincial Governments do not devote 
more than a page or two to futures trading. In the present circum¬ 
stances, it is thus of vital importance to make a special study of 
the futures markets in India. 

This woric is an attempt to meet this long-felt need of a syste¬ 
matic study on 'futures trading and futures markets', for a principal 
agricultural commodity, viz., cotton with special reference to our 
conditions. Raw cotton in its various stages directly affects the 

I rf. Trade A&vxiations* Tlieir K'nnotmc Signilunniro anil Uga1 Stains’ National 
Industrial Cunlereiiir Boa ul; New Ymk, 1925, p, 100, 

7 Personal interviews. 
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fortunes of millions of people in Indie, end indirectly the entire 
Indian Economy* Further, there is no agricultural commodity in 
India for which the futures markets are as extensively used as in 
the case of cotton. Though its price is affected by world factors, 
they enter India only through the filter of the futures market. This 
filter, no doubt, is a complicated mechanism. But its control and 
component parts are fit subjects of intensive economic study. We 
have examined the nature and efficiency of this filter with .a view 
to consider its economic significance. 

EXISTING LITERATURE ON THE SUBJECT. 

A research woiker in this field in India is however handicapped 
chiefly by the fact that theie is not only scanty literature on the 
subject, but some of the impoitant works on the theory and practice 
of futures trading are also not available in our country. 1 Moreover, 
hardly do we come across a single commendable volume which 
deals with the Indian Cotton Fuluies markets The only remarkable 
woik that can be said to deal with the marketing of Indian cotton 
is that of Prof. M L. Dantwala who in his book, The maiketmg of 
raw cotton in India/ published in 19 37, devotes a few chapters 
to the study of futures trading. But the scope of his work does 
not allow him to do that justice which the subject of futures trading 
and futures markets demands The main object of the author is 
the marketing of raw cotton from the field to the exchange, and 
not the studv of futures trading and futmes markets. In fact, the 
work primarily deals with spot cotton and its physical handling. 

All that ran be referred to as 'literatuie' on the subject is the 
daily news-papers, scattered articles and speeches by notable people 
connected with the trade, and brochuies, pamphlets, etc., publi¬ 
shed occasionally by different institutions or concern" Considerable 
difficulty has been felt in making use of these materials because 
of the want of uniformity as well as reliability m some rases. How¬ 
ever, an attempt has been made below to study the subject of the 
cotton futures trading and futures markets on information gleaned 
through scattered sources, and verified by personal interviews and 
discussions with leading cotton merchants in India and also from 
replies to the questionnaire issued for the purpose. 

SCOPE OF THIS WORK. 

The present work is concerned with an analytical and compa¬ 
rative study of the world's cotton futures markets with special 
reference to conditions in India. In other words, the purpose of 
this study is to critically examine the existing cotton futures trading 
system and cotton futures markets in India in the light of the 
experience gained by the overseas sister markets. 

We have divided the discussion of the subject matter of this 
work into two parts, viz., (1) Structure and (2) Services of Futures 

3 eg IT. C Enter): Speculation cm the Stock, and Piuduce Ltihanpci of the USA., 
1896, FJIuon Thomas The Cotton Trade of Oi<at Ruuia, 1881 ta, 
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Trading and Futures Markets. Part I deals with the organisation 
and mechanism of the cotton futures trading and cotton futures 
markets in a general way. The various issues connected with the 
'futures' cannot, however, be viewed in true perspective unless we 
are conversant with their history. Therefore a historical review 
of both futures trading and futures exchanges precedes the discus- 
sion of their modern problems. The second chapter thus traces 
the genesis of 'futures' followed by the analysis of 'futures* in 
chapter third. The fourth chapter deals with the structure and 
principles of organisation of the futures markets illustrated by a 
concrete description of the world's cotton exchanges in the follow¬ 
ing chapter. At the end of the fifth chapter we have prepared a 
comparative statement showing the principal features of cotton 
futures markets of the world. In the sixth chapter the clearing of 
'futures' has been explained. Hub has involved the study of 
methods and machinery of a clearing organisation. 

Part 11 is devoted to the discussion of the economic services of 
cotton futures trading and futures markets; and their regulation. 
The importance of these services can never be over-estimated. A 
futures exchange offers so many services to the person who 
handles the commodity that it has become almost indispensable 
in the orderly marketing of many of the world's staples of com¬ 
merce. The first and foremost service rendered by a futures 
market to the cotton world is that of hedging. Hence, this pari 
opens with the chapter on 'Principles and practice of hedging.' 
It may be mentioned that the justification of the existence and 
maintenance of futures exchanges lies in the facilities afforded by 
them for hedging. This is followed by two chapters examining the 
special problems of hedge contracts in India, particularly, in the 
Bombay market and Universal Standards for Indian Cotton. The 
next chapter is devoted to speculation in commodities upon which 
the theory of hedging mainly rests. In chapter eleven we have 
studied the parity and 'badla' or straddle operations which have 
become most popular with the cotton business between any two 
markets of the world on the basis of parity calculations and keep 
the prices in different markets constantly adjusted to each other. 
Chapter twelve deals with cotton prices. Here we have examined 
the factors affecting the cotton prices, and the ability or otherwise 
of the trade to successfully forecast the price in advance. Obvi¬ 
ously, the lack of such knowledge has often led to the absurdity 
that a large crop has been sold at a lower total price. In chapter 
thirteen the option business or what is known in India as "Teji- 
mandi' business » discussed in its various aspects including its effects 
upon prices. The legal nature of Teji-mandi transactions ha 9 also 
been examined. 

The problems of control and regulation of futures trading as 
well as futures markets have been discussed in the chapter fourteen. 
It is devoted to the important issues pending before the Indian 
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markets, such is, the questions of 'unitary control,' 'the system of 
panels,' constitution of the Board, ete., and gives the existing 
systems of regulation of futures trading in other countries in the 
light of which the defects of our system may be realised and 
improved upon. 

The last chapter to this part brings out all the principal economic 
services rendered by a cotton futuies market to agriculture, trade 
and industry. It sets forth the summary and mam conclusions of 
our study. It also indicates the economic importance and the 
place of a futures market in distribution, especially in the >ystem 
of marketing an agricultural produce such as cotton, wheat, rice, 
etc. 

It will not be considered out of place to say that opinions on 
these vital matters are bound to differ. Such of them as are offered 
here are not in a spirit of unflinching dogmatism or unshakable 
faith, but only as logical conclusions to the entire description and 
discussion about the nature and strucLuie of the cotton exchanges 
of India. 



CHAPTER II 

GENESIS OF FUTURES TRADING IN COTTON 


IT has been said that exact dates for the beginning of trading in 
cotton contracts for future delivery are not definitely known. How¬ 
ever. it is certain that trading existed in effect before definite rules 
and regulations were adopted for the markets which originated 
this method of buying and selling. After trading had developed, 
it was found necessary to form bye-laws governing these transac¬ 
tions and such bye-laws were changed from time to time as the 
operations of the markets made such changes necessary. 

1. COTTON TRADE TILL THE FIRST HALF OF THE 
NINETEENTH CENTURY. 

Early Trading: The fact that India has been the home of coiton 
and the cotton trade from the earliest times has been admitted on 
all hands. It was only during the eighteenth century that other 
countries took to cotton cultivation nn a sufficiently large scale. 
Among them the United States of America and Egypt were the 
most important. Prior to and (luring the eighteenth centurv the 
manufacture of coiton goods was carried on by spinners and 
weavers in their homes. Raw cotton was obtained from neighbour¬ 
ing markets. The system of marketing was simple. Moreover, 
prior to 1818 there were no telegraph or cable lines and no rail¬ 
roads and steamboats regularly ciosscd the oceans. In short, 
means of communication measured by modern standards, were 
poor. In consequence, trading in coiton as piacti&ed today was not 
possible. In the early days of the nineteenth centuTy marketing 
problems were thus strictly local and the marketing of cotton was 
a comparatively simple procedure. 

Industrial Revolution: Then came the Industrial Revolution and 
the whole phenomena of cotton trade was totally changed in all 
its aspects The Industrial Revolution overpowered the barriers of 
nature. Inventions both in machinery and transport stimulated 
the demand for cotton. This revolutionary era was characterised 
by an enormous increase in the trade. 1 A change in the nature, 
volume and location of the cotton industry took place. It is esti¬ 
mated that in little more than twenty years almost all the great 
inventions were made and "the cotton plant of the Orient" was 
regarded as historically responsible for a major share in the Indus¬ 
trial Revolution. 

Growth of Foreign Trade: As a result of the Industrial Revolu¬ 
tion imports of cotton into England increased rapidly. India and 

1 A. B Scherer: "Cuuon * a Woilel Power" Dir., p 52. 
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the U.S.A. were the principal sources of supply. In early days, as 
the total quantity of cotton imports was comparatively small there 
was obviously not enough business for any broker to specialise m 
cotton exclusively. At the commencement of the last century 
England's import of cotton from India was about 15,000 bales 
of 400 lbs. each. The following figures 2 3 show what remarkable 
fluctuations took place in the imports during the first half of die 
nineteenth century: 


Yean 

Bales 

1810 

19,000 

1B1B 

2,47,000 

1821 

20,000 

1641 

2.78.000 

1848 

49,000 


This phenominal increase is attributed to the rapid development 
of progressive meana of transport. In 1B19 the first steamboat 
crossed the Atlantic Ocean. Since then during the next half of the 
century, means of communication gradually improved. A steam 
railway line was put into operation in 1B29. The Liverpool- 
Manchester Railway was opened in 1830. This facilitated the 
growth of the Liverpool market. The unusual demand for raw 
cotton brought about a lem ark able change in the system of market¬ 
ing in both the producing and consuming countries. The Industrial 
Revolution gave rise to new economic problems. In fact, with every 
development in transport and communication services, important 
milestones were laid in the process of marketing and drastic changes 
in trade methods took place. 

To Arrive 1 Contracts: With the increase in demand cotton 
production was improved and expanded in the producing countries. 
To facilitate import a Bystem of sale by description had to be 
evolved. This was done in the early years of the nineteenth 
century. Formerly supplies were usually described by the name 
of the 'country of origin.' Improvements in cultivation and handl* 
ing contributed greatly to the development of a system of grading. 
The system of grading was in use for sugar and coffee. A similar 
system was also in use for Sea Island Cotton in 1805.* In the case 
of American cotton it was all from practically one source and 
handled uniformly by the saw-gin. This made it possible for 
the sellers to sort out the cotton into even running lots. These lots 
were selected on the ground of their being of uniform grade. Some" 
where about 1610 the custom of offering cotton for sale by sample 
was introduced. However, transportation was still poor and it 
took several weeks for cotton to reach Lancashire during which 
time changes in price would probably take place. But risk was 
comparatively negligible, because there were no communication 

2 A. S. Prarsr: Indian Cotton: 1 *>14: p.53. 

3 j. A. loildi The Cotton World: 1927, p.61. 
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services or 'liners* and the goods as well ato news travelled together. 
Under these circumstances, all the advantages of sampling were 
not fully realisable. In 1840, the Cunard Line—a regular mail 
service—was established* This made it possible to send samples 
and advices in advance. Consequently, a drastic change in the 
technique of the cotton trade became necessary. There arose the 
discrepancy between the speed of the transport service and that 
of the regular mail service. As a result, the new system of trading 
known as cotton 'to arrive' quickly developed. By this system, 
merchants were advised of cotton coming by certain ships arid 
while it was at sea, samples could be offered at Liverpool or any 
other buying market 'to arrive* about the time the ship could be 
expected. An operator might buy cotton 'to arrive' on the basis 
of samples and wait for a rise in price and then sell it at a profit. 
This would occur a number of times. 4 Thus, the practice of buying 
and selling the supplies while afloat was of outstanding importance 
in the development of futures trading in cotton. 

The Liverpool Cotton Brokers 9 Association: Another important 
change in the process of marketing raw cotton was brought about 
by the appearance of the middleman between the consuming 
centre and the producing area. Since the quantity of raw material 
demanded and consumed by factories was considerable, it was the 
business of certain men to buy and furnish the spinner with the 
required raw material. Gradually a number of brokers began to 
deal increasingly in cotton due to the growing volume of trade. 
The increased share which Liverpool could secure in the import 
trade meant more business for brokers who were inclined to spe¬ 
cialise in cotton alone At this time attempts were made to 
organise the Liverpool market and put it on a sound basis. Brokers 
began to issue periodical reports giving statistics relating to imports, 
sales, etc. They assembled at one place to collect these statistical 
data. The reports were published in the form of Trade Circulars. r> 
But these reports were made on individual initiative and hence, 
they multiplied in numbers and varied in figures. To avoid multi-* 
plication and variation, 'a General Circular' was published in 1832. 
This Circular contained all the important statistics pertaining to 
the cotton trade. Figures were given for imports, saleB, stocks, 
and current prices of all foreign cotlons along with those for colonial 
produce. The idea of a cotton trade association sprang out of thrse 
periodical meetings and it was started in 1841 under the style of 
the Cotton Brokers’ Association, Liverpool. 

2. THE AMERICAN CIVIL WAR AND AFTER 
Trading Prior to the Civil War: From what has been narrated 
above, it must have been clear that vast developments in the cotton 

A It should huWLur hr jminttil out that tuihuif to ^puubtt in the modern sense of 
ot the trrrn n JauhtK* lor selling short were not >Lt dt.\ doped. 

b Mam interesting ami t\pical ixamplis oi this praetke aa uttd bs Dr J. E. Bo>lc is 
his book "Cotton and the New Orleans Cotton Exchange." 1934. 
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trade, particularly with the growth of the cotton industry in 
England, took place. Producing countries developed their 
resources and produced more and more with the idea of meeting 
the ever-increasing requirements of industrial countries. Besides, 
raw cotton producing countries like the U.S.A. and IndisC began 
to build up their own textile industry. Their developments added 
to the demand for raw cotton. Naturally, therefore, local markets 
had to enlarge and widen their spheres of activity. It was at this 
stage that the real trouble in marketing of cotton arose. Economic 
problems began to make their appearance in the form of the com¬ 
plexity of distribution. As a result, central markets were established 
tor storage and sale of agricultural staples. Thus, the process 
of marketing cotton evolved from primary to secondary and from 
secondary to a central market, like that of Bombay or New 
Orleans. Stated otherwise, from the early days of selling cotton 
at the village markets, the farmer began to send his produce to 
the nearest town market, and from this local or secondary market, 
cotton was sold to the central market. These central markets were 
usually situated at ports. For instance in India, the Cotton Market 
was situated at Bombay. The idea was to facilitate the export of 
cotton. Moreover, the timely invention of the telegraph in 1844 
made in-roads into the old system of marketing. Then came the 
Crimean War and the demand for cotton increased. It will be 
appropriate here to observe that the trading in cotton before the 
American Civil War, either in Bombay or New Orleans was in 
the form of the old-fashioned commission business, similar to the 
business of handling grain and other agricultural products. At 
that time most of the cotton was sold through commission agents, 
who resided in these ports and who were in most instances the 
intermediaries between the producers and the consumers. Market 
conditions were still not satisfactory for want of modern means of 
communication such as a cable service. Broadly speaking about 
the time of the Civil War, communications between the different 
continents were generally through the medium of sailing vessels 
and a few steamboatB which carried the mails. In fact, there was 
no definite or even general knowledge in the cotton producing 
areas of the prices ruling in an importing centre like Liverpool; 
save, when an order was received to buy and ship. Larger issues 
affecting prices such as the political situation in Europe, war or 
rumours of wars, only filtered through weeks and months after 
they occurred. Further, there was no central agency from which 
quotations might be derived and distributed. In other words, 
though the industrial countries depended mostly on producing coun¬ 
tries, there were no organised cotton markets nor dealings in 
futures. 

Hie Cotton Famhifl. 1 In 1862 there started the Civil War in 
America. It adversely affected the industrial countries and meant 
a cotton famine in general and for Lancashire in particular. The 
U.S.A. during 1856-61 supplied practically half the stocks annually 
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exchanged in theta years in the cotton markets of the world. The 
war entirely dislocated the American cotton trade. The conse¬ 
quences of the war may be best judged from the following table 
whkh shows the reduction in the cotton crop: 11 

U.S. Cotton Crop (in million bales of 500 lbs. each) 


1861-62 1.8 

1862- 63 1.5 

1863- 64 .5 

1864- 65 .3 


Widespread Speculation: It was on account of this that Indian 
cotton was largely in demand. Prices began to advance. Still the 
demand from Liverpool for Indian cotton was very strong. This 
contributed to the high prices prevailing at that time. In the year 
1863 the enormous demand and the high prices paid for cotton 
had the effect of bringing to the Bombay market every available 
bale in India. The average price of Surat cotton which prior to 
1863 was sold in the Liverpool market at 3 to 5 d. per lb. began 
to fetch as much as 20 to 40d. Similarly, the average price of 
Middling at Liverpool which was 7 19 / 20d. per lb. foT the years 
1856-61 began to rise and soared up to 20id. This shows that 
prices rose high, and thus stimulated the speculative instinct of 
traders. Speculation increased and mounted rapidly to an enor¬ 
mous proportion by I863. T Supply was far less than during the 
preceding years, but the rapidity of tuinover more than offset the 
shortage of supply. Similarly, Middling cotton in New York was 
sold for 1.00 dollars a lb. This might be attributed partly to the 
fluctuations in the value of currency and partly to the fact that no 
regular shipments to New York were made during the greater part 
of the war. The fierce demand and uncertain as well as inadequate 
supply gave opportunity for vast and sudden profitB. The same 
thing happened in Liverpool where some speculators bought cotton 
"to arrive’ even six months ahead at prices five times greater than 
its normal value. 8 

The Installation of Trans-Atlantic Cable: No sooner did the 
American Civil War terminate than came an important develop¬ 
ment in the means of communication. In 1 866 the Atlantic Cable 
was successfully laid. It brought about a revolution in the tech¬ 
nique of trading in cotton. Instead of selling from samples 'to 
arrive' cotton was now offered on a specified grade in the consum¬ 
ing markets to sail in the near future, say, one or two months later. 
This rapid means of communication enabled world cotton markets 
to receive immediate information as to prices and the movements 
of actual cotton both in the fields and in transit. It also facilitated 

ft Vakil ami Muranjan Cmitntj and Prats in India, 1926, p 194. 

7 A lonttmpoiary of this period nmarked Turjont in Bombay apieami to have 

become wild with the spiut of speculation 1 

8 A. B. Cok; Evolution of cotton maiktting, 1925, p.16. 
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the element of speculation to a great extent in the following years* 
But the character of speculation was altogether changed now. Prior 
to the war, speculation was, if at all it can be called speculation, 
in the spot or ready cotton; whereas after the war, the term specu¬ 
lation achieved its modem significance and was applied in its real 
sense to the sale and purchase of cotton contracts which were 
meant to be offset at the earliest opportunity. Speculative opera¬ 
tions developed on the ‘short’ side of the market at this time and 
there was a great demand for short positions of a contract after 
the close of the war. 

The New York Board of Cotton Brokers; The Trans-Atlantic 
cable facilitated the demand of selling and buying cotton on 
contracts for future delivery. During the following years this 
system developed to a considerable extent and it is likely that 
futures trading in New York first reached substantial proportions 
in 1666.°. At this stage it was suggested that there was a Cold 
Board in New York for the purpose of centralising and controlling 
the business in contracts for gold, and it was thought advisable to 
start a similar Board for dealing in cotton contracts. The brokers 
organised themselves into an association called the New York 
Board of Cotton Brokers in 1 668. This organisation was similar 
to the one we have noted in the case of Liverpool. It may be 
observed that many of the tTade practices which led to the organi¬ 
sation of futures markets originated in Liverpool. 

3. DEVELOPMENT OF FUTURES TRADING. 

For some years after the termination of the conflict in America 
and before the establishment of a modern cotton exchange, various 
schemes were devised to overcome the risks which had become 
increasingly unbearable as a result of the introduction of the cable. 
Amongst them only two methods may be considered here, First, 
we may take up Hubbard's anecdote on origin of futures and next, 
the story of Mr. Rew of Liverpool. 

Hubbard's Anecdote: An old-time cotton merchant once related 
to Mr. Hubbard 9 10 an anecdote on the origin of futures. The story 
tuns that in the late sixties clipper ships carried away cotton goods 
made in the New England Mills to be sold in China. Clippers had 
a captain selected for mercantile ability as well as seamanship. On 
one occasion, just after the close of the Civil War the Chinese 
merchant, in the course of dealings with the captain inquired 
whether the captain could enter into a contract with him to deliver 
an equal amount of goods at the same price at the next voyage, for 

9 Is reviewing the New York market tor December, 1868, the New Orleans *Pricc 

Current' observed, "In December, tbcic was a fair demand and prices for the 
most part were steady, though occasionally affected by the contacting for future 
delivery, which now began to be a regular feature in thr market, at prices 1 or 
two cents below those current for spot lots. 1 * This makes it clear (hat futures 
trading was then an established pratucc in New York. 

10 W. H. Hubbard; Cotton and the urnon market, 1923, pp312»3H. 
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the merchant liked the goods as well as the price. The captain 
liked the idea but replied that he dared not make Buch a sale until 
he had gone home and consulted the owners. It was then agreed - 
that the proposition should be put to them with the idea that on 
his next trip the captain would be in a position to sell goods for the 
subsequent voyage. On his return the captain reported the con¬ 
versation which was very much appreciated by the shippers who 
asked the mills to work out this new proposal. Mills, in turn, 
called upon the cotton traders who agreed to sell cotton for long 
distance delivery to mills. As soon as this was known to the other 
operators, they were not slow in following it up, and the result 
according to Mr. Hubbard was the trading in forward contracts, a 
process known today as hedging or futures trading. 

Mr. John Rew of Liverpool: A similar story » related in connec¬ 
tion with the Liverpool Cotton Trade. After the civil war a new 
conception of the cotton business took shape in the mind of the 
late Mr. John Rew of Liverpool. Mr. Rew saw that the newly 
laid Atlantic cable made it possible for a cotton merchant in Liver¬ 
pool to ascertain with quickness the price at which actual cotton 
could be bought in the overseas markets and the approximate dates 
at which it could he shipped to England. He saw also that, if the 
prire that was being bid in Liverpool for 'cotton to arrive* was 
high enough to enable him to buy cotton in the U.S.A. and simul¬ 
taneously sell contracts for the same 'cotton to arrive' in Liverpool 
two or three months later, he could enter into the transactions with 
probable safety. Afterwards, when his cotton reached Liverpool 
he could either deliver it to the parties to whom he had sold the 
contract, or if some spinner was willing to pay a higher prire than 
the holder of the contract had agreed to pay, he could buy back 
his contract and sell cotton to the spinner with a larger profit to 
himself. Following this successful venture of Mr. Rew, other 
traders in all the markets began to deal in contracts for future 
delivery. In this way the next epoch-making development in the 
system of marketing of raw cotton took place in the world. 

Adoption of a Basis Contract: Market reports and news affecting 
price were received daily and more frequently. This rendered the 
old plan of selling by sample cotton 'to arrive’, unsatisfactory. We 
have noticed that sales were effected on 'country of origin*, samples' 
and 'even running lots'. These methods, however, did not suit 
the latest development. Some basis on which price could for the 
time being be fixed and relied upon had to be evolved, so that 
business could be earned on without samples or naming of any 
particular variety. In other words, the standardisation of the 
contract was badly needed. Hence, a new scheme was devised 
to take the place of the old one. Cotton was then sold on a "basis a 
contract" e.g. "Basis Middling". In this way they adopted a basic 
grade in these early forms of trading with adjustments if other 
grades were tendered. The scheme was favoured by all since it 
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gave a greater range and a better ehoice in respect of cotton lo be 
delivered. 


4. ESTABLISHMENT OF ORGANISED MARKETS. 

The marketing problems so increased in complexity as to make 
it imperative to devise a marketing machinery. This was accom¬ 
plished by the establishment of organised cotton markets for the 
purpose of facilitating and regulating the trading in futures con¬ 
tracts, generally known as ‘futures trading.’ 

Historical Survey of the World Exchanges: The history of the 
organisations of the world exchanges for carrying on futures trading 
in a more or less orderly way, tells us that the first exchange dealing 
in world commodities waB at Antwerp. 11 But with the decline of 
Antwerp as 4 world exchange in the seventies of the sixteenth 
rentury, Amsterdam came to be the world's great exchange, where 
dealings in futures were made in buying and selling of grain. It 
quickly spread to other commodities Buch as, coffee, oil and oil-seeds, 
with the result that it soon developed into a technique similar to that 
of the present day. In Japan, on the other hand, futures trading 
in rice achieved a great importance from early days. The rice 
exchanges were established in the first quarter of the eighteenth 
century and futureB trading in its modern sense commenced on a 
considerable scale after I 730. There were various other important 
produce exchanges preceding the modern organised markets of 
ihe world. Among them the first and foremost leading futures 
market was the Chicago Board of Trade. Organised in IB4S as 
<* general market place for commodities, it received a charter from 
the state of Illinois in 1639. Rules and Regulations governing the 
conduct of the trade were adopted in 1665. They set forth the 
rights of both parties. Their adoption ushered in the system of 
futures trading providing the basis for the highly standardised 
futures contract of today. This was followed by the New York 
Produce Exchange. It had existed under different names since 
1630, but it was not incorporated until 1662, when it received 
a charter from the New York State. Mention should also be made 
of the London and Liverpool Com Trade Associations, whose 
formation dates back to 1653. From this brief survey of organised 
produce markets of the world, it will be observed that futures 
trading has been in existence for centuries. But the organised 
speculation on the cotton exchanges is of more recent development. 
This system was neither known nor discovered nor availed of or 
planned in advance by any person. It has been gradually evolved 
during the last century and a half to meet the necessities of growers 
sin selling, of consumers in buying and of distributors in buying and 
* Ailing. 

11 H, H Hibbard: Marketing of Agricultural Products, )W, pplH-121 
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Growth of Cotton Exchanges; Let us now briefly describe the 
evolution of cotton exchanges in the following cities: Liverpool, 
New York, New Orleans, Bombay, Bremen, Havre, Alexandria, 
Chicago, Osaka, Karachi and Ahmedabad—the more important 
organised cotton markets of the world. 12 

Liverpool: Mention has already been made of the organisation 
of the Liverpool Cotton Brokers' Association in 1B4I. But they 
did not feel the necessity of formulating written rules and regular 
tions governing the conduct of business up to 1663, when the size 
of speculative operations and continuous disputes necessitated the 
written Tules governing the trade in 'to arrive' and 'futures* contracts. 
However, the association was influential enough to fix and expand 
an unwritten code of professional etiquette in dealings. A further 
advance was made when they commenced the publication of an 
Official Circular in 1664. After the termination of tile Civil War 
and the completion of the Cable, trading in futures became so 
vast and complicated as to necessitate the establishment of a clear¬ 
ing machinery. This was accomplished by the formation of a 
cotton clearing house in 1876 which was followed up by a Cotton 
Bank in 1878, The right of using the clearing house was refused 
to anyone who was not a member of the Cotton Brokers' Associa¬ 
tion. Merchants doing business in futures were therefore handi¬ 
capped to the extent of the amount of brokerage they were charged. 
This innovation gave rise to considerable friction between importers 
and brokers. Many differences arose between them but brokers 
did not give way to merchants under any circumstances. In conse¬ 
quence, merchants formed a new association, called the Liverpool 
Cotton Exchange in 1881. Hence the position of both these rival 
bodies became absurd. In the end, differences were settled and 
the two bodies were absorbed into a new organisation under the 
style of The Liverpool Cotton Association. This body was incor¬ 
porated in 1882. The introduction of the Bystem* of periodical 
settlement was the next stage in its evolution and this became 
universal in 1884. The tendency at the time was towards provid¬ 
ing a variety of contracts to suit the requirements of different kinds 
of cotton. Hence, the introduction of the Egyptian contract in 
1890, the 'Empire and Miscellaneous' contract in 1925 and the 
'East Indian' in 1930. 

New York: In New York the development of cotton futures 
trading naturally followed more or less the same lines as in Liver¬ 
pool, with the exception that as a spot market the former was less 
important than the latter. We have already mentioned that the 
New York Board of Cotton Brokers was organised in 1868. By 
1869 the trade in futures was well established. The Board needed 
expansion and hence, this body was succeeded by the formation, 
of the New York Cotton Exchange in 1870. In 1871 it received 

12 Cotton futures markets also id the following place*: Surat, Injure, San Paulo 
and Shanghai. 
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a special charter of incorporation from the State of New York. 
Other stages of evolution of the New York cotton market were 
the same as those in Liverpool. 

New Orleans: In the U.S.A., following the lead of New York 
in J fl 70 another important exchange was formed in the South. 
This was the New Orleans Cotton Exchange which was organised 
in 1871 under the general laws of the State of Louisiana. The 
important point to be noted in connection with this exchange is that, 
since New Orleans was essentially a spot market, it did not begin 
trading in futures till 18BO. The exchange in early years devoted 
its energy to develop trading in spot cotton, but the constant 
interest which developed in buying and selling of cotton for future 
delivery led to the inauguration of active futures trading in 1681. 
Since then this branch of cotton business has grown Tapidly. Other 
stages of growth were as usual. 

Bombay: As soon as the cotton exchanges were established 
in England and the U.S.A., we in this country followed them up. 
Aa mentioned above, cotton trade was carried on since the early 
days of the nineteenth century in Bombay, first at the Town Hall 
and then at Colaba where it remained for a long period of nearly 
75 years. With its facilities for landing cotton brought by country 
ciafts and for loading vessels in the Bombay Harbour and the 
ample open space then around it, Colaba at that time was the most 
convenient site for the trade. In fact, Colaba had proved to be 
a very popular place to businessmen in those days. This was on 
account of the fact that the largest proportion of Indian Cotton 
crop found its way to Bombay—the largest cotton port of the 
East. Thus the importance of Bombay was in its being not only 
a spot market but also an exporting centre. Trade gradually 
developed in spot and futures business. After the American Civil 
War trading in futures assumed quite a considerable proportion. 
But up to now there was no organised body as such to control the 
business in futures. Hence, trade became wild and buyers who 
were mostly foreigners were upset. Some sort of regulation was 
needed. This was effected by a body of Europeans who establish* 
ed the Bombay Cotton Trade Association in 1875. The association 
did not allow Indians to be represented either on the Board of 
Directors or on any of its various committees, in spite of the fact 
that the association framed rules and regulations for the conduct 
of business both in spot and futures including arbitration. At any 
rate, it may be said that this was the first important step in the 
evolution of the organised cotton markets in India, for, with its 
inception a futures market in Bombay came into formal existence. 

The trading in futures increased and a huge amount of futures 
contracts became a regular feature of the market. Since this asao* 
ciation was a purely European body, discontent spread amongst 
Indians and reached its height in 1892. As a result, the formation 
of a rival body known as the Bombay Cotton Exchange came into 
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existence in that year. On this body, the majority of members 
were Indians, but f as opposed to the former organisation, this body 
was not exclusively for Indians. A few foreigners also enrolled 
themselves as member*. Rivalry between the two organisations 
continued and business transacted was made subject to the rules 
and regulations of one or the other body. The dealers however 
were not satisfied and the Bombay Cotton Brokers' Association 
was brought into existence in 1915. The main object of this body 
was to carry on and regulate dealings in futures business only. 

It will not be out of place to note here that the development of 
futures trading in India was peculiar in its 'Modus Operands It 
was peculiar in the sense that Bombay did not follow the stages 
of evolution of the overseas markets. It developed rather in its 
own way without the establishment of (I) a basis contract, 11 (2) 
a clearing house, and (3) periodical settlements. Consequently, 
when violent fluctuations occurred in the Bombay Cotton market, 
it brought about a crisis. The year 1917 was thp case in point, 
when entire cotton trade was dislocated. The stability of firms 
was greatly threatened and large amounts of money were at stake. 
Considerable irregularity was the order of the day. Again, in 
1918, prices rose to an unheard of level primarily due to the condi¬ 
tions created by the World War of 1914. They were aggravated 
by the unusual magnitude of speculative manipulation. The Gov¬ 
ernment of India had therefore to Btep in to regulate the cotton 
trade. Under the Defence of India Act they constituted the Cotton 
Contracts Committee in 1918, to control the cotton trading in 
Bombay. A clearing house was established and a system of perio¬ 
dical settlement was introduced. In 1919, the Committee was 
replaced by the Cotton Contracts Board, a body constituted under 
the Bombay Cotton Contracts Act 1 of 1919. The Government 
thereafter invited this body to form a central cotton association 
which was foimed under the style of the East India Cotton Asso¬ 
ciation in 1922. 

Bremen: When cotton markets were being organised and put 
on a sound basis in England, America and India, the markets on 
the Continent did not lag behind. The first among them in point 
of time was the Bremen Cotton Exchange in Germany. Merchants 
and brokers founded an association designated, first, as the com¬ 
mittee for cotton trade in Bremen, in 1671. 14 This name was 
changed a few years later to Bremen Cotton Exchange—Bremer 
Baumwollborse. As contracts foT future delivery developed and 
increased in magnitude, the rules were established for the regula¬ 
tion of trade. A system of Bworn brokers was bIbo provided. But 
the World War told heavily upon the Bremen Cotton Trade and 
even after the close of the war, conditions for a pretty long time 
remained unsettled. It was, therefore, not till 1925 that the Bremen 

H There was the specific growth contract. 

H The Cotton Trade Journal InUrnauonal Edition 1038 pp80-90, 
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Cotton Futures market was reopened and reorganised in its present 
form. 

Havre: A second important organised market for dealings in 
cotton futures on the Continent was the establishment of the Havre 
Exchange known as “Le Havre Bourse". The Havre futures market 
dates back to 1880 and trading in contracts for future delivery in 
cotton commenced somewhere about 1882, when French spinners, 
as a rule, began to buy on ‘call* based on their market. 13 This 
brought great importance to Havre. The peculiar feature of this 
market was that though brokers dealt in futures contracts, the 
clearing house cleared the contracts for merchants only. Theo¬ 
retically they had an entirely different membership, since, only a 
member of the Brokers' Society had a right to negotiate contracts 
for future delivery. Moreover, there was no separately organised 
market for trading in cotton futures. 

Alexandria: It has been claimed that dealings in cotton futures 
at Alexandria have taken place since 1861. 10 But it seems probable 
that it was not until 1883 that the necessity of an association to 
set up regulations was felt. Up to now a few big merchants used 
to trade in contracts for future delivery and usually they bought 
back or sold out before the due date. A strange case occurred in 
1883 when a certain party having sold futures contracts insisted on 
delivering the cotton. This brought home the necessity of having 
a written code of rules and regulations relating to the conduct of 
trading on a futures market. Hence the formation of "Association 
Cotonniere d' Alexandrie" in 1883. 

Chicago: Though the Chicago Board of Trade is one of the 
oldest modern commodity futures markets of the world, the trad¬ 
ing on it, up to a few years ago, was confined to grains and 
provisions. The Board instituted trading in cotton futures only 
recently in 1924. It has been claimed that Chicago was the first 
to establish the 50-bale contract, the desirability of which has been 
fully demonstrated by the rapid growth of the market since such 
a unit of trading was adopted. Likewise, it is also advanced that 
Chicago pioneered the establishment of 'Southern delivery' at 
Houston and Galveston. 

Osaka: In Osaka, a futures exchange called 'Sampin* was esta¬ 
blished in 1894. It was originally planned that there would be 
trading in raw cotton, cotton yarn and cotton cloth. But trading 
has not been instituted in cotton cloth. From 1894 to 1927, the 
trading was confined to cotton yarn only, In 1927, trading was 
also inaugurated in raw cfetton. 1T 

Karachi: The Karachi Cotton Association came into existence 

'flic Cotton Tiadr Journal: International Edition: 1931; p.63. 

1ft Tlu Colton Trade Journal: International Edition: 1931, pl81 
17 A. H. Cqrwlc; Cotton focj to Market, l‘>35, p. ]66. (Footnote). 

2 
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in the year 1933. Karachi is essentially a collecting harbour (or 
cotton from Sind» the Punjab and the North-West Frontier Pro¬ 
vince. Prior to the World War cotton from Karachi was generally 
carried to Bombay in sailing vessels and steamships. There was 
no organisation, and futures trading was done in Bombay. 18 After 
the war, Karachi appeared on the list of the cotton markets as an 
exporting centre and the individual contracts came into vogue. 
Contracts were based on buyers' own selection. In spite of this 
trading in futures developed and the Sind contract became the 
most speculative contract. 

It may here be pointed out that traders in Karachi used to meet 
on a public road for futures business. There was no particular 
association to look after the business although there were two 
organised bodies in existence under whose auspices twp separate 
sets of contracts existed. These bodies were the Karachi Chamber 
of Commerce and the Karachi Indian Merchants' Association. Both 
had interest in the cotton trade and hence, a meeting of 6 repre¬ 
sentatives of each was called in August 192b. They formed in 
turn the Karachi Joint Cotton Committee. The first step towards 
the organisation of the cotton trade thus began with the inception 
of the joint committee. The then marketing system was not in 
consonance with the requirements of the cotton trade that wbb 
fast growing. It called for radical and immediate reforms. The 
committee therefore brought about: (1) the establishment of a 
single agency to regulate the cotton trade of Karachi; (2) the intro-' 
duction of a uniform contract for futures dealings, and (3) the 
organisation of a Tegular forward market in Karachi. 10 These 
reforms paved a way for the establishment of a central association. 
In 1928 business in futures having expanded greatly, all futures 
contracts were subjected to periodical settlements, a system not in 
existence before. In 1929, the two parent bodies expressed them¬ 
selves in favour of an independent association. Generally speaking 
it was their intention to prepare the ground gradually for the esta¬ 
blishment of a central association with a clearing house on the 
lines of that in Bombay. In 1930, they first published bye-laws 
and rules governing the marketing of cotton. The joint committee 
then considered the advisability of forming an independent asso¬ 
ciation incorporated under the Companies Act. A sub-committee 
was appointed for the purpose. It presented a unanimous report 
outlining the broad principles on which the association was to be 
formed. Finally, at a meeting of registered subscribers to the com¬ 
mittee held in March 1933, a resolution was adopted accepting 
the proposition of an independent association and authorising the 
joint committee to proceed with the formation of the association. 
The association was duly registered in April 1933 and the com¬ 
mittee handed over.chaTge to it in July 1933. 

IB Prrsunal investigation. 

19 Report of the Kaiaihi Joint Cotton Committee for the period IW 31. 
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Ahmedabad: Finally, we may refer to the latest organised 
cotton market evolved at Ahmedabad, The West India Cotton 
Association came into existence in the middle of 1947.*° The 
Ahmedabad Cotton Brokers' Association was formed in the year 
1895. In course of time as the Ahmedabad cotton trade and 
market began to grow and expand the cotton traders felt the need 
of an organisation of their own. Hence, they formed the associa¬ 
tion styled as "The Ahmedabad Colton Exchange Association" 
in 1934. Another association of cotton dealers was organised in 
1940 under the style of "The Gujarat Cotton Brokers' Associa¬ 
tion." With a view to get a statutory recognition, all these bodies 
got amalgamated and they then formed a new cotton association 
for Ahmedabad in May 1947 and styled it as "The West India 
Cotton Association". 


5. CONCLUSION. 

We conclude that the cotton exchange is the product of the needs 
of the commercial evolution of the last century. As a result of the 
natural growth of the country both in the direction of production 
and consumption of raw materials, together with the impetus given 
to thiB growth by better means of transport, the marketing process 
changed from a simple local transaction to one of wide, complex 
proportions. It is worthy of note to record the historical evidence 
which goes to show, as we have seen, that the spot business in 
• cotton came first, then 'to arrive' contracts, and out of these two 
developed our modern system of futures market. The growth 
of cotton exchanges as economic institutions for distribution was 
as natural as the growth of any other economic organisation. In 
fact, as the need for marketing machinery grew, the mechanism was 
evolved. There is however no particular date from which one can 
say that this practice began or had its origin. Instead it simply 
evolved out of the trading customs of the time. The cotton 
exchange marketing system is thus the evolutionary product of 
Irial-and-eTror marketing practices that have followed a course of 
natural development from disorganisation to organisation. 


20 Rtf, to the Brochure jmbU&hod hy the West India Cotton Association; |unc, 1947, 



CHAPTER IU 

ANALYSIS OF A FUTURES CONTRACT 

HAVING traced the genesis of futures trading and reviewed the 
development of the leading cotton futures markets, we are now in 
a better position to analyse the futures contract. For this purpose, 
in the first instance, we need to examine the pre-requisites of 
futures trading and see how far a commodity like cotton fulfils 
them. Secondly, the characteristics of a futures contract as dis-* 
tinguished from a spot contract will be noted, and finally, the 
legality of a futures contract will be discussed. 

1. PRE-REQUISITES OF FUTURES TRADING 

In order to be suitable for trading on an organised market 
a commodity must have durability, homogeneity large, uncertain 
and uncontrolled supply and demand, must be capable of standar¬ 
disation and its price must be subject to wide fluctuations in a free, 
continuous and competitive market. 1 Each of these conditions 
favours the successful development of futures trading. 

Durability: The chief condition needed for rendering any com¬ 
modity suitable for a futures market is that it must be durable anJ 
should not be quickly perishable. This condition is fulfilled by 
cotton to a comparatively greater degree than any other agricub 
tural product. The importance of this condition lies in the fact 
that under the futures contract deliveries are deferred to a future 
date. For instance, Jarilla cotton sold for July delivery in January 
would necessitate a pretty long period during which cotton will 
have to be carried. Delivery dates may be several months in 
advance of production and if a commodity is not sufficiently dur¬ 
able, successful development of futures trading will be restricted 
to that extent. It is therefore laid down that the commodity must 
be capable of yielding time utility. Cotton does comply with this 
in the sense that the supply of the present is capable of continuing 
as the supply of the future. 

Adequate Storage Facilities: For this purpose futures trading 
demands the provision of adequate storage facilities at market 
centres or elsewhere, where delivery is admitted. For instance, 
in Bombay we have got a large number of godowns at Sewree 
where cotton is stored and deliveries made as well as received. 
But the case of New York is different, since, deliveries on a New 
York contract are admitted at a number of places in the United 
States and storage facilities have to be provided accordingly. Such 
u provision permits the commodity to be stored during the months 

] International Chamber of Commerce: Trading in futures: Brochure No. 10, 1931. 
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when the movement of production is heavy and makes it possible 
to effect forward sales. It gives them an advantage of bolding and 
awaiting higher prices because of the possibility of either smaller 
aLocks or larger demand in future. Storage facilities not only give 
an advantage to the seller but also to the buyer, for he is interested 
in knowing that the quality will not be adversely affected. Thus 
mere durability without the provision of adequate storage facilities 
does not render the commodity At for futures trading. Conversely, 
such a provision without essential durability is of little use for 
futures trading. 

Homogeneity: A third requirement is that the commodity must 
be homogeneous, both in character and quality. This implies in 
a general way that lots of a particular commodity should be inter¬ 
changeable and the commodity must be such that contracts 
with reference to it can be made without any thought of 
identity. It is needless to mention that rotton has been produced 
in sufficient volume of homogeneous lots. One lot of a given 
giowth of cotton is just as acceptable to the buyer or the seller as 
any other lot of that style. The quality of cotton can be deter¬ 
mined by tests that yield almost identical results when applied by 
different persons. But for practical purposes, the commodity must 
be capable of quick and easy test. If the testing takes too long 
or costs too much it will either disqualify the commodity for orga¬ 
nised trading ot at least reduce it to one of spot trading. Homoge> 
neity affords more freedom to buyers and Brllers on the futures 
markets. A commodity whose unitB are not homogeneous would 
be a difficult one for futures trading. 

Classification: In the fourth place, the product must be of such 
a character as to permit reasonable standardisation. It must be 
one that can be numbered, weighed, or measured with accuracy 
obvious to all. It is essential that the commodity be graded when 
bought and sold on a futures market. It is fundamentally an 
important condition to futures trading in the sense that a commodity 
shall be capable of accurate classification into a fairly 
small number of grades so that buyers may have some idea of what 
will be delivered to them.- If the lots of a commodity are homo* 
geneous, it is easy to establish contiguous grades. Nevertheless, it 
is very difficult to find a commodity whose lota ate exactly alike, 
since differences in gTade arise from a variety of reasons. Fot 
instance, one lot of cotton would differ to a certain extent from 
another in matters of staple, cleanliness, strength, colour, etc. To 
overcome these difficulties classification is needed. Thus there are 
well-defined grades which are standardised for a particular growth 
and are readily identified by the trade. 

Large Supply and Demand: It is necessary that the supply of 

2 Tea has to tountriunu. difficulty ot giading as a mutt ot which it unnot lend itself 
to futuics trading. 
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the commodity end the demand for it shall under all ordinary 
conditions of the trade, be quite large. Without this element of 
large supply and demand, even if all other essentials were com¬ 
plied with fiitures trading in the commodity would not be possible. 
So far as cotton is concerned, we know that on the one hand the 
fields of India, the U.S.A., Egypt, China, etc., give us so vast a 
quantity as to make the supply felt heavily on the market. On 
the other hand, the factories of England, the Continent of Europe* 
the U.S.A., India, Japan, etc., consume so large a quantity that the 
piessure of demand is equally felt. Thus the world's aggregate 
supply and demand as well as individual supply and demand for 
a particular growth render it possible for cotton to be easily eligible 
for futures trading. The purpose of this qualification is apparent. 
It seems necessary to protect the traders against the danger of 
finding the entire available Bupply of a particular growth bought 
up and held off the market when they try to obtain the commodity 
to fulfil their contracts. Further, if the supply and demand are 
not large enough, the commodity would expose itself to cornering 
and prices may tend to be manipulated to the disadvantage of 
traders. Hence, the demand and supply of the commodity must 
be worldwide. 

Uncertainty of Supply and Demand: Over and above the large 
volume of supply and demand, both these economic forces must 
be uncertain in their character. If supply and demand are certain, 
prices would readily be adjusted without the necessity of a highly 
technical machinery like a futures market. Even the certainty of 
one would render the commodity out of question, for, prices would 
then most probably be controlled by the opposite force only. When 
both these factors are not known in advance, there is ample room 
for the development of futures trading. Cotton is highly qualified 
and usually well-known in this respect. Its supply and demand 
are not only uncertain but also subject to a multiplicity of causes 
which we shall examine in detail in the chapter on prices. 

Uncontrolled Supply and Demand: The large volume and un¬ 
certainty of supply and demand are not the only factors making 
for a successful development of futures trading, but they must 
also be entirely uncontrolled and unrestricted. Only very recently 
this factor has come into prominence, ft is attributed to the policy 
adopted by various Governments of producing countries. For 
instance, the Egyptian Government have tried to lift artificially the 
prices of their cotton by holding it off the market. Similarly, the 
U.S.A. have not only tried to raise artificially the prices of agri¬ 
cultural produce like cotton and wheat, but they have also gone 
a step further in that they have tried to curtail the available supply 
by reducing the acreage. However, no attempts, either at pegging 
the price by State policy or manipulation have been successful in * 
the case of cotton. Cotton has therefore stood the acid test of 
futures trading in recent years, 
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Wide Fl ttc tua t hmss This is not oil. A farther condition is 
required to make futures trading attractive. The class of things 
dealt in should generally be liable to considerable fluctuations fat 
price. These price variations help to create wide trading interest 
without which it will be difficult to bring about futures trading. 
It is the shifting demand coupled with the fact that supplies can 
never be estimated with exactness, that causes constant oscillations 
in price. These upward or downward price movements may ulti¬ 
mately assume large proportions. To encourage professional 
participation price must not only be sensitive and frequently chang¬ 
ing but it must also move over a wide range. Moreover, the 
Factors causing fluctuations must necessarily be natural; allowing 
for the fairplay of economic forces which would go to produce 
constant fluctuations. It is needless to say that cotton is capable 
of meeting this condition. In fact, it is notorious for its price 
variations. 

Free Competition: Finally, a commodity must have a free and 
and continuous dealing. This makes the market most competitive 
and renders the commodity liquid. A commodity must therefore 
be such as to render it possible to turn the same immediately into 
cash by way of effecting a sale at the will nf the dealer and 
vice vena. It may be held for investment by way of purchase 
with the hope of turning it into cash when the price became favour¬ 
able. This demands a large body of operators comprising of 
various sections, namely, producers, merchants, consumers and 
professional dealers or speculators. Commodities available for 
trading in futures are those which have sufficient Volume to be 
seasonably free from speculative control. From another stand¬ 
point, it is essential that transactions be numerous; otherwise, 
opportunities for speculative profit will be too infrequent to attract 
a considerable body of professional dealers. In their absence, 
free competition will he hindered to a very large extent. They make 
for rapid turnover and enormous volume of business which are 
essential to the character of futures trading. Besides, an organised 
market must be keenly sensitive and mobt responsive to every 
change in trade or general opinion. Cotton fulfils this important 
pre-requisite to a remarkable degree. 

These are the various conditions prescribed for the successful 
development of trading in futures. Cotton not only fulfils each 
and all of the conditions laid down, individually and severally but 
is also the premier commodity in which futures trading is exten¬ 
sively carried on. 3 

2. SALIENT FEATURES OF A FUTURES CONTRACT 

After ascertaining that cotton meets all the requirements of 
futures trading and there are highly developed cotton futures mar- 

3 Besides cotton, futures trading exists in the following commodities: grain, sugar, 
cotton seal, linseed, rape, oil-cake, rubbti, jute, Judes, leather, etc, 
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kets in various parti of the world, let us now examine the charac¬ 
teristics of a futures contract. 

Rules of the Exchanges Prescribe the form of a Futures Contract: 
The first and foremost peculiarity is that specific provisions of a 
futures contract are mostly determined by rules and regulations 
of a cotton exchange. Its form as opposed to that of a spot 
contract is prescribed by the exchange authorities. 1 The contract 
made is always subject to the bye-laws and rules governing futures 
hading. Parties have to follow this form and comply with the 
regulations. Moreover, there are numerous conditions which play 
an important part in trading operations. Each of these conditions 
has a definite reason for its inclusion in the form, and individually 
as well as collectively they aie set forth with reference to the 
fundamental character of the futures contract. Hence, the form 
ol a futures contract may be regaided as only incidental and sup¬ 
plementary to the main conditions laid down in the bye-laws or 
rules of the institution. 

Mode of Effecting the Contract: Though rules and regulations 
of the exchange are implied in each contrad of sale and purchase, 
the practire that i b followed to effect actual bargain is, so to say, 
highly informal. The mode of effecting it is Tather cus Loin ary than 
official. Contracts are made orally at the ‘ring*. Transactions on 
a futures market are effected so quickly and with such a speed 
that formality is rendered superficial. It may be thought for a 
moment that this informal mode is not binding. Contrary to this 
expectation it is both binding and official. The contracL ib said to 
be official because the parties follow all the ruleB. It is binding 
because Lhe parties get the contract confirmed either at once or on 
the following day. While still merely oral it has thus the same 
standing, force, and effect as a formal contract. 

Futures is a.Basis Contract: Perhaps, the best explanation for 
this informal mode of effecting a futures contract lies in the fact 
that it is a basis contract. Because the grade named in a contiact 
ib known as a 'basic grade', the contract is called a basis contract, 
c.g. "Fine machine-ginned Jarilla** in Bombay or “White Middling 
Upland ' in New York is the basic grade in the respective contracts. 
The commodity delivered may be either of the grade contracted 
fci or of some other deliverable grades. Price is based subject to 
adjustments on this grade only. The basic grade selected must 
therefore be the most representative of all the grades in a year's 
crop. The futures contract being a basis contract thus gives choice 
or elasticity in the number of grades that may be tendered. 

Range of Deliverable Grades: From what has been said above 
it is clear that in a futures contract provision is made for the 
possible delivery of a wide range of grades. Grades of better 

4 lor tlu Gflui.il loiiii of ,i futures uintuit ufir to ilir Ru-!jws or Rule ot an\ 
exelunge, sjj, the l.l.C V ui tlu New Yuik Cotton Luiungt. 
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quality are deliverable at the price either of the basic grade or at 
premium and those slightly below the basic one are tenderable at 
a discount or concession. In making up the list of deliverable 
grades Lhe range therefore must be made sufficiently broad to form 
a reasonable basis for the contract. The purposes of keeping 
many grades deliverable are: (1) to insure that the commodity 
delivered against futures will bear a definite relationship to the 
spot market and tend to maintain it throughout the year, and (2) 
to lessen the possibility of scarcity of deliverable supplies in any 
one season. This scarcity may have been caused by nature or by 
any man-made factor. To counteract this possibility such a provi¬ 
sion is necessary; otherwise, the contract will he exoosed to iqani- 
pulation. 

Question of Delivery: To facilitate the trader, it is piovided 
that deliveries will take place only between specified dates of the 
period named in the contracL. For instance, in Bombay, delivery 
will have to be effected during the months of January, March, 
May, July and September in the case of Jarilla contract. Further, 
days of delivery are also specified and delivery cannot be made 
on any other day which is not mentioned in the rules. Since a 
definite delivery period is provided for, the operator who does 
not wish to fulfil his contract in this way may accomplish it by 
gelling out or buying back an equal amount.' 1 The question of 
actual delivery is therefore only a matter of detail. 

Sellers’ Option:, The seller is given the option of making 
delivery on any day, of course, within the specified dates and 
period. Another option allowed to the seller is with regard to 
deliverable grades. It is he who selects the grade or grades to be 
delivered. The futures contract gives these two important options 
to the seller who, as a result, gets a considerable latitude in the 
fulfilment of his obligations. The reason for this appears to be 
that cotton in transit may be delayed by unforeseen circumstances. 
Both these options are meant to militate against a seller being 
penalised by reason of shortage in the deliverable stocks. Finally, 
they arc intended to insuie against manipulation of a futures 
contract. 

Definite Size of the Contract: We have still to note a few other 
salient provisions. One of them refers to the size of the contract, 
h is kept definite and in round figures primarily with a view to 
iacilitate rapid turnover and to some extent to meet the needs of 
the trade. For instance, the Bombay contract prescribes a unit 
of ‘50 bales of 400 lbs. or 25 candies-of 7R4 lbs. each*, while in 
New York it is *50,000 lbs. in about 100 square bales'. This size 
has to be maintained hut the contract can be entered into any 
multiple of the prescribed unit. 

Settlement Terns: Another important characteristic is that a 

5 Thu> is known as 'ollset* and is discusurl in the rhajitei on clearing 
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futures contract is subjected to settlement terms which may be daily 
or periodical. This haB been provided for in order to minimize 
the risk incurred by contracting parties. In certain cases the con¬ 
tract has to be backed by adequate deposits known as 'margin 
money'. Both these provisions are intended to protect and safe¬ 
guard the operators against each other. Consequently highly 
efficient clearing machinery and methods form a part and parcel 
of the mechanism of futures markets. 

Fixed Place and Hours of Trading: Lastly, a futures contract 
must be effected at a place reserved foT that puipose and during 
the hours prescribed. In other words, a futures contract must 
have been entered around the ring in an exchange and during the 
business hours officially announced. 0 

It will thus be noticed that the price and the period of delivery 
are the only terms left to the contracting parties to agree upon. 
This gives the operators a contract through which they can huy 
or sell cotton, with the leaBt possibility of misunderstanding and 
confusion The general characteristics reviewed above bring us 
to the conclusion that though the futures contract is highly tech¬ 
nical in character, its salient fealures render it explicitly definite 
in its provision and unvarying in obligations. Its form is also made 
so clear and simple that a futures contract requires no immediate 
attention to cither details or technicalities. 

3. DISTINCTION BETWEEN SPOTS’ AND ‘FUTURES' 

For most of the commodities there exists a 'spot* or ready 
contract in which the commodity is bought and sold by private 
transactions involving specific lots and grades sold for a definite 
delivery date, and also a futures contract in which the transactions 
are effected on ail oiganised market through the buying and selling 
of basis or standard contracts which call for the delivery nf the 
commodity at some future date. Since trading in cotton is made 
of these two bioad rlassrs of transactions, it is necessary to com¬ 
pare and contrast futures with spot contracts. 

‘Spots’ and ’Futures’ Compared: Spot oi ready cotton contrart 
implies actual cotton of all kinds, grades and qualities that may 
be sold to those who need a particular variety and a specific grade 
to suit their requirements. A futures contract as contrasted to spot 
is a contract in a set form for sale or purchase of a stipulated 
amount of a basic grade at a fixed price, on a future date, on a 
futures exchange. 6 7 The first point of difference between these two 
contracts that strikes us is that futures trading is done on the bjisis 
of a contract grade without reference either to any specific lots 

6 In llondut, howmi, mh)i a Lonrrut is cfTutcil am where at an\ 

7 tf A II G illicit Cotton goes tn Market “ ‘Sprit mat be tit fined as am spetified 

hales nf eolton Mmul amwlnri in the world as opposed In ‘futures* which may 
In d« lined is the uns|Hnliid hales casual b> a pure ha c in salt fui futuit deli\ir> 
on a futuu* exchange.” p. 215 
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or samples. Another distinctive feature lies in its size. The size 
of a spot contract is not definitely prescribed as is the case with 
futures. Tender can only be effected during the specified period 
and days in the case of futures, whereas, in spot, the period of time 
used for delivery varies according to the terms of contract entered 
into between the parties. Moreover, the seller of futures is given 
the option in matters of selecting both grades and the day of 
tendering. A further point of difference lies in the use made of 
the two contracts. It clearly distinguishes the nature and character 
of 'spot* and 'futures'. Again, the future* contract is executed 
openly in the exchange ring during specified horns, while the spot 
contract is negotiated privately and at any place during any time 
—day or night. In contrast with the spot contract the methods of 
bidding and offering, and rules prescribing among other things 
even the unit of price quotations, further render the futures contract 
i> highly concentrated and systematised one. Being closely and 
definitely regulated a futures contract is a precise contract and a 
slight breach of the terms makes the operator liable to the other 
party. 

Main Points of Distinction; (a) Test of Volume; There are 
two tests to distinguish these two contracts from each other. One 
is the volume of business put through. While the spot business 
varies with the seasonal supply and the demand during the yeai, it 
can never compeLe with a huge turnover in futures. The volume 
of dealings in futures as opposed to that of spots is enormous/ 

(b) Test of Delivery: The other test lies in the actual delivery 
effected against spots and futures contracts. This point serves to 
emphasize the difference in their uses. A man who buys futures 
does not as a rule want the cotton itself. A man who sells futures 
does not want to provide the cotton. Morr generally in practice 
each man's turn is served by having concluded a contiact in terms 

8 This will I* Ixttci rrjliscfl fiotn the following table vihuh giws rhr monthly turn- 
our for ten jiais: 

labli* showing uilunic ti\ nailing in loltnn fiiturts at all \nuruan LontiJit mjikets 
(Ntw Yoik, Niw Oilcans, Chicago) by month., in millions of bales 


MONTHS 

28 20 

P 30 

30 31 

Bl-U 

32-33 

as. u 

Si » 

B 36 

Sit 37 

3T 38 

38 34 

August 

14.6 


7.2 

60 

9.6 

7.3 

55 


3.0 

4.6 

2.8 

September 

141 

11.4 

8.0 

7.7 

10.2 

8.7 

54 



5.8 

5.0 

October .p, 

14 5 

11.8 

75 

8.8 

5.1 

6.1 

4.0 


51 

50 

39 

November 

13.3 

114 

6.7 

8.3 

62 

6.6 

45 

38 


16 

15 

December 

9.5 

60 

6.5 

4.4 

3.5 

2.6 

27 

3.2 


3.6 

18 

January 

9.2 


3.7 

3.5 

2.4 

6.9 

2.8 


36 

2.5 

15 

February 

7.5 

10.7 

5.1 

5.3 

40 

8.8 

31 



4.2 

2.3 

March 

12.5 


4.3 

4.5 

31 

40 

55 

1 9 

79 

34 


April 

12.0 

77 

6.6 

52 

7.5 

5.7 

39 

■sl 


11 


May 

9.9 


5.7 

3.6 

10.9 

3.6 

3.8 



12 


June ... 

8.6 


7.7 

15 

10.8 

5.8 

3.2 

40 

4.2 

4.7 


Jnlv 

8.7 

45 

55 

3.2 

14.3 

6.3 

25 

47 


15 


Total Seasonal: 

131.4 

101.7 

74.5 

65.0 

87 6 

72.4 

46 9 

39.6 

544 

47.3 



# $omic: Commodity Year 1939 Hook, p. 219. 
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of which he protection or guarantee whirh serves as a basis 
(or some other operation of which this is only a part. A futures 
contract is used rather as a weapon wheieby the user may protect 
himself against losses that inay be occasioned through sudden and 
unforeseen changes in prices, than as a means to merchandise the 
goods. As futures is a basis contract, the buyer is not sure of 
what he will receive. He, therefore, most probably sells out the 
contract befoie maturity. Moreover, futures if fulfilled by delivery 
may neither meet the sperific requirements of a consumer nor of 
a seller who may not receive the price which his cotton will ordi- 
uaiily command in the spot market. Thus it renders inadvisable 
both for the buyer to take delivery and for the seller to make 
delivery on futures. In fart, a common practice followed on the 
exchange is that the contract passes through many hands and later 
on, for the most part, the transaction closes entirely by way of 
buying back by the parties originally selling. This can be seen 
from the following table: 

Table showing Volume of Deliveries on futures contracts on 
the Bombay and New York Cotton Exchanges. 

flombay New York 

(year ending 31 s>L August) (year ending 31st July) 


hi Asmi 

lJUiw ik 

Inin 

(KM) 

A]»| UlMlII.LtP 
1 ii rl i.i n 
i nip 

linln-* 

IKNI 

I’l 1 Cl lit 
ilrlnni ii s 
to lolnl 
mill 

Dt-livorii » 

1UU» 

IKNI 

Tolitl 
l S.l trip 

Knlni 

IKK) 

l*i*i u*nt 
rlnliMnch 
to total 
crop 

mo H 

170 3 

6,750 

2.52 

598.0 

13,932 

4.29 

1931 32 

85 0 

4,678 

1.81 

216.5 

17,096 

1.26 

1932-33 

128.9 

5.979 

2.15 

275.2 

13.002 

2.11 

1933-34 

125.9 

6,492 

1.93 

253.2 

13,047 

1.94 

1934-35 

203.0 

6,477 

3.10 

154.8 

9,637 

1,60 

1935-36 

306.4 

6,837 

4 77 

41.7 

10,638 

.39 

1936-37 

146.1 

7,348 

1.98 

170.2 

12,399 

1.37 

1937-36 

160.7 

5,544 

2.89 

237.0 

1 B.945 

1.25 

1938-39 

74.7 

5,120 

1.45 

126.2 

11,623 

1.08 

1939-40 

121.8 

4,942 

2.46 

122.5 

11,481 

1.06 


’1 he above table shows that the artual amount of cotton deli¬ 
vered on futures is quite negligible when compared with the figures 
ol the crop produced. This is a natural consequence of the facility 
ofTered by the futures, whereby a buyer who does not wish to 
accept delivery may sell an equal amount of the same contract 
long before the delivery period and then offset one transaction 
againsl the other. The proportion of cotton actually tendered and 
accepted is, therefore, in the highest degree quite insignificant 
compared with the contracts entered into in futures. 

In the end it may be observed that while the character, condi¬ 
tions, use, place and volume of futures trading are distinct fiom 
those of spot trading it should not be thought for a while that they 
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have no connection altogether with each other. On the contrary, 
spots and futures are closely related through the right granted to 
those who trade in futures to convert their contracts into spot 
transactions. At the back of the futures is the commodity itself. 
The seller may insist on making delivery and the buyer may insist 
on receiving delivery thus turning their futures into spot contracts. 

4. MODUS OPERAND! OF FUTURES 

The above mentioned differencs may BtTike us as being important 
and in a way they are. However, the arch-point of difference 
between the 'futures’ and 'spots' lies in the purpose and character 
of the two contracts. It is thrrcfoie appropriate to examine the 
purpose and legal nature of a futures contract. 

Purpose of Futures: A spot contract is usually employed to 
merchandise the commodity, but a futures contract is used (I) as 
a guide in arriving at spot cotton prices and (2) as a hedge, that 
is to say, to protect those engaged m the industry, mainly mer¬ 
chants, distiibutors and manufacturers against violent fluctuations 
in price. They can insure or protect themselves against apprecia¬ 
tion or depreciation by buying or selling cotton for future delivery 
to the extent of their commitments. The futures contract is used 
for insurance purposes. The insurance is not obtained in the form 
of a policy but in a double transaction known as a 'hedge'. More¬ 
over, the futures contract was designed for the purpose of eliminat¬ 
ing the risk of price changes faced by the merchants distributing 
cotton and cotton goods. After many years of experimenting with 
spot contracts, progress was made towards the perfection of the 
futures contract. Those who deal in Teady business or spots have 
also found a way to use fulures as a price-making instrument. 
They base their spot business on the quotations of the futures 
contract. It will thus be appreciated that the main purpose of 
futures is to substantially ieduce the lisk to whirh a dealer is 
exposed in the ordinary course of the business; and speculation is 
a by-product.** 

Legality of the Futures Contract: The law distinguishes between 
a contract to sell and a contract of sale. The former is simply an 
agreement to sell in which the title does not pass until the various 
conditions to the contract are fulfilled. Such agreements are known 
as ‘‘executory contracts." As against this in o contract of sale, 
the general property rights pass to the buyer at once and it is 
known as "executed contract". From this legal point of view it 
will be seen that a futures contract is an executory contract while 
a spot contract is of the nature of executed contract. In all cases, 
spot contracts, thus, differ from futures contracts on this point of 
law. A futures contracts should, therefore, be thought of as a 
'right' to the cotton rather than the cotton itself. In dealing in 
futures the trader is dealing not in the actual commodity but in the 

9 Refer to Cluptcis cm 'Hedging and \S|KmUtion\ 
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'claim* on or contracts for the commodity. Such a contract is 
equally legal and binding on the parties. Everyone in the cotton 
market knows that the buyeT of a futures contract is liable to have 
cotton tendered to him, if he lets it run to the due date, and the 
seller will be called upon to deliver the cotton by the end of the 
delivery period, if he has not previously bought in a similar con¬ 
tract. In spite of this it is believed by some that a futures contract 
is meant for gambling, pure and simple, because, delivery can be 
avoided. We have Been that the purpose of a futures contract is 
that of insurance which renders it futile to be fulfilled by actual 
delivery and hence, it is settled by offset or substitution. The fact, 
that a large proportion of transactions in futures are settled by 
these methods, has given rise to cases in which the legality of the 
operation has been brought into question. Those who have 
attempted to attack its legality have done bo by attempted analogy. 
When contracts are settled in the above manner they involve only 
the payment of price differences. This fact affords some clue to 
the opponents who maintain that futures belong to the realm of 
gambling and wagering contracts. It seems that these people 
forget the fundamental point at issue that the parties to the con¬ 
tract are held strictly to its terms under the law; that is, at maturity 
of the contract the seller must deliver and the buyer must receive 
the cotton called for by the contract unless otherwise settled before 
the due date and whether delivery takes place or not is beside 
the point. Moreover, a man may lawfully sell goods or stocks for 
future delivery even though he has none in his possession, if he 
really intends and agrees to deliver them at the appointed time. 
Such a transaction constitutes a valid contract and is enforceable 
al law. It may therefore be observed that there is nothing inhe¬ 
rently illegal in futures. 

Bank Credit Analogy: A fairly good analogy is to be found in 
the relationship which our commercial credit structure bears to 
bank reserves of gold and legal tender. The cash payments so 
largely offset one another that only a small percentage of cheques 
involves a transfer of cash from one bank to another by way of 
difference. The soundness of the system in both the cases depends 
on any individual or bank being able to get or make delivery on 
demand. So long as this can be done a futures contract is no more 
fictitious than the system of bank reserves or credit. Thus the 
mere fact that one makes a contract opposite to that into which 
he has previously entered does not necessarily mean that he is 
dealing in differences, even if on the face of it, it may appear that 
these are contracts for dealing in differences only. The net effect 
is to be gathered from a legal standpoint and 4 intent to deliver” 
is the Teal test of a gambling contract. It has been decided by 
the courts a number of times that the offsetting of contracts does 
not of itBelf prove lack of such intent. An operator, however, may 
buy having in his mind no intent of taking delivery ot he may 
sell with no intention of making delivery, This is a point difficult 
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to judge. It is, therefore, not his unexpressed mental attitude 
which determines legality or illegality. What decides this point 
of law is the fact that he may be compelled to deliver if he does 
not offset his contract as a seller or he may he compelled to receive 
cotton as a buyer. 

Justice Holmes on Futures: The position of the courts in this 
connection was best illustrated in (90S by the decision of the 
United States Supreme Courts in the well-known case of the Chicago 
Board of Trade vs. The Christie Grain and Stock Company where 
Justice Holmes observed: "The contracts made in the pits are 
contracts between the members. We must suppose that from the 
beginning as now, if a member had a contract with another member 
to buy a certain amount of wheat aL a certain time and another 
to sell the same amount at the same time, it would be deemed 
unnecessary to exchange warehouse receipts. We must suppose 
that then as now, a settlement would be made by the payment of 
differences. This naturally would take place no less that the 
contracts were made in good faith for actual delivery, since the 
result of actual delivery would be to leave parties just where they 
were. Thus, setoff hat all the tffuts of deltveiy .... the fact that 
contracts are satisfied in this way by set-off and the payment of 
differences, detracts in no degree from the good faith of the parties 
and if the parties know when they make such contracts that they 
are very likely to have a chance to satisfy them in that way and 
intend to make use of it, that fact is perfectly consistent with a 
serious business purpose and an intent that contract shall mean 
what it says." 

Similarly, in numerous cases the courts have held that as long 
as delivery is one alternative in fulfilling a futures contract, it is 
adequate enough for legal purposes. Being simply a convenient 
and inexpensive way of accomplishing what would otherwise be 
a very burdensome and useless process, offsetting constitutes deli¬ 
very in a symbolic form. Because a futures contract provides for 
actual delivery the law puts the stamp of legality on it. But where 
this right is removed and delivery is not contemplated it is apt 
to be inferred that the parties to such agreements are merely betting 
on price differences. 10 


10 Such cast* arc those of AnW ami Faiak busines,, dealing* in Kutcha American, etc. 
It may hue be observed that tins sort of gambling lias no illation with tin cotton 
trade as smh It conus under the Prevention of Gamhling Act, 1^35, 
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IT is now well over 60 years since cotton futures markets first 
came into existence and began to function as the media for trans¬ 
ferring and offsetting price risks; and today the cotton trade of 
the world is more largely centred around them than ever before. 
The evolution of these markets has already been traced in the 
second chapter, and we shall now discuss their organisations in 
general. This will be illustrated by a description of the organisa¬ 
tion of a few leading markets in the following chapter. 

I. OBJECTS FOR WHICH THE FUTURES MARKET IS 
ESTABLISHED 

One of the essentials of trading in futures is that it must be 
established in a place where buyers and sellers can meet one 
another. A market is a place where a fine balance can be struck 
beLween the available supply of and demand for a particular 
product at a particular time, with the result that a uniform price 
may be established within the market area. Where the production 
and consumption are world wide as in the case of cotton this area 
usually represents the whole world. 

Spot and Futures Markets: This is more true of a futures maiket 
than that of a spot market. Considerable time elapses between 
the growing, marketing and manufacturing of cotton. For this 
reason it is important that during this inleival there should be some 
methods and machinery through which different interests may, if 
they want, avail of the much-needed protection against price 
hazards. This is accomplished by a futures contract which in turn 
necessitates the institution commonly referred to as a futures market 
as opposed to a spot market for the same commodity. Much con¬ 
fusion, however, centres around these two component parts. An 
exchange is a trading place and hence, is itself a market. A futures 
market is formed by an association and transactions are made only 
through members, whereas a spot market is generally a free market. 
Codified rules easily ascertainable by all interested in the commo¬ 
dity, in contrast with uncertain trade customs prevailing in different 
spot centres, go to account for this difference. Moreover, markets 
where futures dealings are of considerable magnitude exhibit certain 
features unknown to spot markets. These characteristics may be 
found in frequent transactions and rapid turnover resulting in 
continuous price quotations which may be more or less influenced 
and at times, brought about by pure and simple technical condi¬ 
tions. Another important peculiarity is that a futures market is 
composed of professional traders maintaining an elaborate establish- 
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ment for the prompt execution of orders. The elaborate equipment 
is also employed for the collection and dissemination of statistics 
and news interesting to the trade. Thus, in contrast to the spot 
trading, open and continuous futures trading during certain hours 
each business day, with sales and information broadcast throughout 
the world, keeps producers and dealers in close touch with 
changing prices. 

Number and Location: Widespread transactions take place in 
the form of dealings in futures upon the great organised produce 
markets. There are several such markets located in important 
cities throughout the world where communication and transport 
facilities are adequate and funds for the financing of transactions 
can easily be secured. Usually commodity markets flourish in cities 
through which a substantia] portion of goods passes each year. 
For instance, Bombay handles moTe than a million bales of cotton 
each year and hence, it is regarded as an important world market 
for cotton. Cotton futures markets located at Bombay, New York 
and Liverpool are of major importance. In addition to these, there 
are important futures markets in KaTarhi, New Orleans, Alexandria, 
Havre, Bremen, Osaka, Chicago, and Ahmedabad. The futures 
markets at Surat, Shanghai, Sao Paulo and Indore are of minor 
importance. There is also an important spot cotton market in most 
of these cities. However, futures trading is concentrated in a few 
leading markets such as Bombay, New York and Liverpool. 
Approximately two-thirds of the volume is put through them. 
Their aggregate business when measured by monetary value would 
surpass many a time the to Lai value nf the remaining futures 
markets 1 The importance of these highly centralised markets 
may be attributed to the magnitude of the total turnover made on 
their floors. In fact, they are most sensitive and continuous. 
Traders would naturally resort to them more often than to any other 
market, because, there the operators get a sort of assurance that 
transactions will be effected at current prices. 

Exchanges and Trade Associations: The present economic order 
makes it imperative to have an exchange established with the 
distinct objects of solving the needs of different trades in different 
commodities. We have futures exchanges for a large number of 
commodities and a cotton exchange may be said to head the list. 
A great deal is said in favour of such exchanges, but, on the other 
hand, they are equally subjected to criticism. A considerable part 
of the criticism comes, however, from the people who either do 
not understand their nature or fail to realise the benefits. The 
identity of these exchanges is sometimes confused with that of the 
monopolistic associations, such as, big corporations or mergers 
which BTe formed with the avowed purpose of regulating either 

1 In thr .ilrancr of any statistical data available for all thr cn'lon futures markets of 
tht world, ir lias not hrin possible to give anv hgi»rc s in suppoit of this common 
belief expressed by almost all the leading concerns to nur query. 
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prices or production and at times, both. The futures exchanges 
for commodities are quite distinct in their character and altogether 
different in nature. They aie established by the traders who agree 
to create a market and protect it for their individual as well as 
mutual benefit. The point may further be emphasised by the fact 
that the exchanges themselves neither deal in the commodity nor 
make the price of it. For instance, the cotton exchange never buys 
nor sells cotton. As an institution, it has no profit or loss arising 
from the business activities or any market position. It only furnishes 
conveniences to facilitate futures tiading. Moreover, the exchange 
is maintained, as we shall see lateT on, largely through dues and fees 
from its members, Again, some one might compare these exchanges 
with institutions such as Merchants' Chambers or Chambers of 
Commerce which are said to be more or less similar in this parti* 
cular aspect. But this can be dismissed by pointedly bringing home 
the difference between the respective characters of these organi¬ 
sations. The cotton exchange is homogeneous as compared to the 
Chambers of Commerce. A membership of the latter is open Lo 
all irrespective of particular trade or interest while a membership 
of the former consists only of those interests who are directly or 
indirectly connected with cotton trade or industry. Criticism is 
often made against the exchanges that the members manipulate 
operations and aim at suppressing competition.- How far this 
allegation is borne out, we shall examine in its proper place, but 
for the present these critics may be referred to the National Indus¬ 
trial Conference Board. lnr. f New York, who have stated that 
futures exchanges are organised chiefly to promote trade, “by 
establishing business relationship conducive to intelligent and 
orderly compelition“. ;i 

Their Purposes: Exchanges are formed with the avowed purpose 
stated in their Memorandum of Association or in the Charter. The 
aims and objects of the East India Cotton Association might be 
reproduced here as an example:— 

The objects for which the Association 1 is established are: 

1. 1 o provide and maintain suitable buildings or rooms foT 
a Colton Exchange in the City of Bombay and elsewhere in India. 

2. To provide forms of contracts compulsory or permissive 
and regulate the making, carrying out and enforcement or cancel¬ 
lation of contracts. 

To adjust by arbitration or otherwise controversies 
between persons engaged in the cotton trade. 

4. To establish just and equitable principles in the said trade. 

2 1 Vi •’final intei views. 

3 TijJr Assouialwns. TIiiii fciimiMnu Significance anil fetal Sums: l»25, p 97. 

R '*' "\ M,m0U,Ul T «f Assouan.in of the K.I.C.A, p,.. I tn 6 . Only unpmuni 

objects an* reproclucwl heir, ' 
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5. To fix or adopt standards or classification of cotton. 

6. To acquire, preserve and disseminate useful information 
connected with the cotton interest throughout all markets. 

7. To control, promote and regulate the Cotton Trade in 
the Presidency of Bombay and elsewhere in India, improve its 
stability and augment the facilities with which it may be 
conducted. 

6. To establish and maintain a Clearing House for the 
purpose of dealing with cotton transactions. 

9- To prescribe the principle of framing of contracts with 
a view to eliminate the temptation and possibility of speculative 
transaction. 

• 10. To make from time to time Bye-laws for the control 

and regulation of membership of the Association and of cotton 
dealings in the Presidency of Bombay whether under the Bombay 
Act XIV of 1922 or any statutory modification thereof or 
otherwise. 

11. To establish, take over, control, manage, or regulate 
the Cotton Market in Bombay or the Cotton Market or Markets 
in any part of India. 

12. To establish and cairy on a Bank to undertake ba*.king 
business. 

2. PHYSICAL EQUIPMENT 

The physical equipment of an exchange refers to the trading 
ring, offices, wire connections, and various other facilities provided 
by the futures market. 

Trading Ring: In all the futures exchanges a large open space 
is provided where the operalors meet. It is called a trading floor. 
It is the most important physical feature of the market. The floor 
is located in a building mostly owned by the association. A central 
and most conspicuous place in the floor is the 'ring*. This ring is 
commonly known as a trading ring. It occupies a prominent 
position because it is in the ring that all futures business is supposed 
to be effected. All the operators get together in the ring where 
they freely exchange their views by way of offering or bidding. 
The ring is designed to bring about the concentration of demand 
for and supply of cotton. Since the buyers and sellers are scattered 
all over the world the ring can be described as the focal point of 
their views. There is an elevated platform known as the 'rostrum' 
* within the area of the ring. It is intended to serve the operators 
across the ring. Sometimes, the trader is accompanied by a 
reporter who stands by him to note the transactions. 

Wire Connections; Besides the ring, spaces are provided for 



FUTURES TRADING AND MARKETS IN COTTON 


34 

sets of telephone tooths. Private wires are connected from tele¬ 
phone booths on the floor to the offices of operators and member 
films* It is designed to transmit orders to the floor tradera from 
the offices. In the same way, orders when executed are confirmed. 
Apart from die direct wires to the offices* there are also other wires 
connecting the public telephone system on the floor. In aome big 
markets there are batteries of telegraph instruments through which 
large telegraph companies receive and deliver telegrams from 
clients to the members ordering purchases or sales of futures. There 
is, similarly, a telegraphic reporter's equipment through which conti¬ 
nuous quotations are sent out. In this way, wire connections afford 
facilities which make the ring easily accessible to all the prospective 
traders. Orders are telephoned to the floor where an attendant 
receives and passes them over to the ring trader who in turn executes 
them. These connections enable the operators to make instanta¬ 
neous report of the execution of orders to their clients. 

Offices: On the trading floor only cabins are located but around 
the floor and in the building of the exchange a number of offices 
of the members are situated. There are also executive offices of 
the exchange and committer rooms in the vicinity of the trading 
floor. A member's office contains sifting and wire accommoda¬ 
tions both for the staff and for the reception of customers Apart 
from these facilities, there is a quotation board on which are 
recorded current quotations of cotton and other markets. Quota¬ 
tions received from abroad are also noted on the board. It is this 
posting of quotations together with the telephone connections that 
supplies much of the glamour associated with such offices. 

Other Facilities: But the physiral equipment means more than 
merely the trading ring, wire connections and members* offices. 
On the floor and above the ring, high on the walls, there are black 
boards with facilities for recording the prices on current transac¬ 
tions and posting the statistical data, weather reports, crop condi¬ 
tions, etc. There is a visitor's gallery too. 

3. STATUS OF FUTURES MARKETS 

In external features and many of its methods of operation, 
the organisation of the cotton futures market is very similar to that 
of the securities markets. 

Nature of Organisation: Exchanges are organised corporations 
incorporated under the laws of the State or country in which they 
are located. Cotton futures markets are created directly or in¬ 
directly by law and in some instances very closely supervised. The 
exchange can act as a business entity, hold and transfer property, 
use a cpmmon seal and make such rules and regulations not con-, 
trary to the law for the due performance of its duties. It can levy 
fees and recover dues, receive money on deposits and advance 
money from time to time. It can also raise loans, and enter into 
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any arrangement with the Government, Railway, Municipality, 
etc,, and to carry it out, it can give rights, licences, privileges and 
concessions. Moreover, limited liability attaches to its membership 
as in the case of an ordinary joint stock concern. 

Character of Futures Markets: The organisation of commodity 
exchanges is of two kinds, general and special. A general exchange 
is one on which several commodities are dealt in. On the other 
hand, a special exchange is one on which one article alone is sold. 
On exchanges where more than one commodity is traded in, a 
srpaiate ring is provided for each commodity. For instance, on 
I he Chicago Board of Trade there arc separate rings for wheat, 
corn, oats and cotton. Similarly, on the floor of the New York 
Cotton Exchange, trading is carried on both in cotton and wool 
tops. In New Orleans, trading takes place in cotton and cotton 
oil-seeds. Other similar instances are furnished by the Osaka 
Sampin, Alexandria and Havre exchanges. Hence, the organisa¬ 
tion oi all these markets come under the first category. The cotton 
markets in India and those nf Liverpool and Bremen fall under 
the second category, berause the commodity dealt in is only cotton. 

Membership of Exchanges: A glance at the list of members of 
a cotton exchange will show that it is representative of all sections 
of the trade both at home and abioad. Manufacturers, dealers, 
bickers and merchants in India, England, Europe, America and 
Japan hold memberships on any leading market Some of them 
will be found even on the list of all the three leading markets, viz., 
Bomha>, New Yoik and Liverpool. Admission to membership is 
rarefully supervised Close scrutiny is made of each applicant’s 
business record and commeicial standing. Qualifications required 
of a member arc three in the main: (I) lawful age, (2) good 
rharatlrr and (3) sound financial standing. The application of 
a prospective member must be in writing and in the form pres¬ 
cribed by the management duly signed by the candidate along 
with a proposer and a seconder who must be members. If he is 
a member of a paitnership concern his firm is registered by the 
exchangr and will have its business transacted aL the commission 
rates prevailing for members. These registered firms, like the 
members, arc subject to regulation by the authorities for any un¬ 
businesslike conduct. 

Memberships Are of various types, viz., (a) Full, (b) Associate 
and (c) Special. Ordinarily, a member has to pay a deposit in 
the case of Bombay, in Liverpool a share issued by the Association 
should be subscribed and in New York a seat must be bought. He 
hag also to pay all annual fees, dues, etc., to the exchange. These 
dues are collected not to make profit but to meet the cost of main- 
, taming the exchange. The deposit or a share or a seat is a mem¬ 
ber’s interest in the exchange, similar to a share in a concern 
evidenced by a share certificate. Membership of the more impor¬ 
tant exchanges is a valuable privilege. It is often purchased at a 



36 


nnriu<s trading and marked in cotton 


high price because of the fact that the membership is limited. Since 
it gives the privilege of doing business in the ring it commands at 
all times a certain market value. Further, it creates confidence 
among the members while dealing freely on the floor. Each 
operator thus has confidence that the opposite party Is financially 
sound. In the event of financial troubles a member creditor has 
Full recourse to the deposits, proceeds of a share or a seat belong¬ 
ing to the party involved. Of course, priority is given to the 
exchange for membership dueB, fees, etc. In this way, the status 
of the futures market and of the members, as outlined above, is 
well-established. It greatly aids in rendering the futures contract 
inviolable. 

4. PERSONNEL OF THE FUTURES MARKET 

Since the membership of the futures market is made up of 
persons scattered throughout the world, less than half of them 
actively participate in the business on the flooi." Again, all menri- 
bers do not transact the same type of business. Some concerns do 
brokerage business only. Others confine their activities to orders 
originating in the conduct of their own business. Many houses 
handle business both for themselves and for their clients. There 
are also speculators and scalpers on the market. 

Brokers: Members when acting as agents on behalf of others 
are termed brokers, and the remuneration lcceived by them is 
called brokerage. By fai the greater part of trading in the ring 
is done by brokers. The majority of the members are brokers in 
any one market and a large part of their trading consists in the 
execution of orders from their clients. The position of a broker is 
that of a principal to the opposite contrar ting member party, while 
his relationship with a non-member is that of an agent. As agenL, 
he accounts to his principal for profits or losses, incidental costs by 
way of commissions, etc. He protects himself against financial 
responsibility on the part of clients by requiring suitable deposits 
from them. The broker offers his srivices to non-members and 
remains satisfied with whatever remuneration is received in the 
form of brokerage. This class is supposed not to deal on its own 
account. Otherwise, they are termed as 'floor brokers'. 

Commission Agents: In addition to this type of brokers, there 
is another class of people who stand more or less on the same 
footing and are called commission agents. They also mostly rely 
on the commission and maintain the same relationship as that of 
brokers with non-member b and members. The only difference is 
that they usually carry on both the parts of the marketing business, 
viz., spot and futures; whereas, brokers may or may not have 
interest in spot business. Nevertheless, both are members of an 
exchange, carry financial responsibilities and put in quite a consi- 

5 Some |>coph have tnhl us ilut even nm-iluicl is not .utivcly pditicipating in the 
buMiKu on the fluoj ot tlic ixdungc. 
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derable amount of business on behalf of customers. Both maintain 
large offices and suitable places of business to teceive clients. Some 
of the larger firms run a branch office too. Some of them Tun 
departments of statistics and collect market news and other rele¬ 
vant information affecting price. They spend large amounts in 
preparing and circulating useful market data among the customers. 
For all such expenses, their only source of income is brokerage or 
commission earned. Hence, their turnover should be large enough 
to cover these expenses and leave a profit. 

Floor Brokers: Every member has a right to transact business 
at the ring. But in most cases, the members do not attend the 
ring," and the business is carried on by a class nf people who are 
termed 'floor brokers.' 7 This class of brokers is referred to as 
brokers' brokers. They may or may not maintain big establish¬ 
ments and have no customer's risk. Theii responsibility to the firm 
on whose behalf they carry on trade is no doubt considerable and 
when the time comrs they 'give up’ the name of the principal and 
thus free themselves from any risk. Brokeiage claimed by the 
floor brokers is therefore a comparatively smaller amount than 
that received by principal brokeis, These people generally 'square 
up' the business at the end of the day. Though business is done 
in large proportions on either the buying or selling side they do 
not carry any tiansaition forward. What is taken into considera- 
tion is the total turnover and the net position of the day. Some¬ 
times, it so happens that they do their own business and at the 
tame time work as agents to any member. Thus, they at times 
art in dual capanties: (1) as floor brokers and (2) as scalpers. 
I he skill of this class of prnple lies in their ability to correctly 
appieciate and judge the circumstances which may be temporary 
in nature but nevertheless effective on the price level. 

Scalpers : s A scalper may or may not be a member of the 
exchange. He is a trader who constantly watches price move¬ 
ments and is always ready to buy or sell even at a slight variation. 
Scalping is undertaken by some rnterpriaing people who enter into 
transactions on their own account and close the business before the 
end of the session. It helps in the smooth functioning and broad¬ 
ening of the market. A scalper's plan of opeiation is to make a 
turnovei on the whole and he does not care whcthei a particular 
transaction brings him profit or loss. What he counts upon is the 
average of the day and remains satisfied with a small profit. If 
six out of ten units are successful he accounts himself fortunate. 
A scalper’s plan is generally to buy at one minute and sell at the 
other if he finds a chance of making a profit say of annas four in 
the case of India or .1 or .2 per unit of contract in the case of 
Liverpool or New York. He turns immediately with the market 

0 Personal intervirws. 

7 In India. ih<w peoplo aic rr fr nrrl Lo as 'jobbers’ oi *&ub-bjokm\ 

8 In India, ‘Staliiu/ an i.illul ‘Taravaumla?’. 
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on both sides at a very small margin. He has no opinion about the 
market nor need he have any for the successful accomplishment 
of his job. For success he has to depend more on natural trading 
instinct than general knowledge, because he has to get his remu¬ 
neration out of small and immediate fluctuations. He has to be 
a bull at one moment and a bear at the next and thus take his 
turn, known as a 'jobber’s turn’ in a Stock market. He has also 
to be in and out of the market continually. He is supposed to be 
on the alert so that his transactions may be closed should the 
market move against him. Scalpels act as middlemen between 
buyers and sellers. It is the scalper who indiscriminately becomes 
a ready buyer to a seller and vice-versa at any moment of the 
trading day. He is therefore considered a valuable part of the 
marketing machinery. If there was no scalping one would not be 
able to buy or sell large quantities of future*. One would have 
rather to go and find the buyer or seller as the case may be. The 
ease with which a deal is pul through is the real test to justify the 
existence of this class of dealers in the market. 

There is another type of scalpers who aTe not seen in the ring 
but may be in a membet's office or elsewhere. They carry on 
scalping business on the basis of quotations received. By the 
facilities provided in a membci s office by telephone, wirr connec¬ 
tions, etc., they arc affoidrd some sort of ease in scalping in and 
out of the market. The limitation of their business lies in the fact 
that they have not got the advantage of being present on the floor 
and Lrading personally in the ring. As a result, they are handi¬ 
capped in taking full advantage of a minute Lo minute change in 
price. In addition, they have In pay commissions to members and 
thus sacrifice a part of their profits. A point of difference to be 
noted in connection with these two types of scalpers is that the 
latter often carries his business foiward and he may not, as a rule, 
even out his market position even at the end of the trading session, 
as is the case with the former. 

Professional Dealers: There is still another class of operators 
styled as professional dealers or 'Speculators'. In contrast to 
scalpers the members of ihis class ba a e then business on general 
and broad factors calculated to aflert price in the long run. They 
do not depend upon the minor fluctuations but on the general 
outlook and act on their own judgment. They neither confine their 
position to any particular day’s trading nor do ihey base thciT 
idea on a short view. They carry their business forward over periods 
of several days, weeks or months. For the sake of clarity this class 
may safely be divided into two divisions—large scale and medium 
scale speculators. A large scale speculator usually makes specu¬ 
lation his sole profession while a medium scale speculator does 
not; for the reason that the trade interest of the latter lies in some¬ 
thing else than speculation alone. The latter depends upon factors 
affecting the market for the time being, while the former takes 
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into consideration factors affecting the price movements as a whole. 
Again, length of time may vary from a day to* a comparatively 
short period in the case of the latter, while in the former case, it 
varies to an indefinite period. Among speculators, there are both 
members and non-members. The advantage of being a member 
speculator over the non-member is obvious. The member specu¬ 
lator gets full knowledge pertaining to factoTB affecting the price 
of cotton, while the non-member may not have it. The non¬ 
member is therefore guided by a member-broker or commission 
agent upon whom he has to rely for every relevant piece of news 
and information affecting the market. Assuming that both get 
equal information, success depends not on the news only but also 
upon the financial capacity, personal power, and will to do the 
business. 

Hedgers: Mention should also be made of a class known as 
'Hedgers'. Their main object is noL to make money out of price 
changes. Contrary to the objects of speculators, scalpers, floor 
brokers, etc., their aim is to protect themselves against price 
hazards in the course of thpir normal merchandising business. 
These are the people whose main business lies in other phases of 
mavketing rather than in futures. They make use of futures to 
avoid probable losses, u while speculators as a class employ futures 
to make money. In other words, one intends to shitt the risk 
whereas the other readily shoulders it. Hence, an analogy may 
be drawn with the business of insurance that a group of speculators 
constitute Lhc insurers and that of hedgers the insured. With this 
class there is no question of being a member or a non-member as 
m the case of speculator. All hedgers generally stand on an 
equal footing. What is important is not the knowledge of intri¬ 
cacies but the volume of trading a hedger needs to put through. 
For this purpose, most of the concerns forming the class of hedgers 
hold a membership of the exchange so that they may secure its 
advantages particularly in matters of commissions. 

Should they act as Traders?: The question of the exact rapa¬ 
city in which a member puls through a transaction is one of great 
importance, both from the point of view of brokerage or com¬ 
mission and from the point of view of moral liability on the 
contracts. With the exception of hedgers, if we take all the above 
named types together as a class of operators on a futures market, 
they at times, not only overlap the functions of one another, but 
also tend to be floor traders. They frequently do business on 
their own account aB well as on account of their principals. A 
serious point arises when a broker or a commission agent or a floor 
broker, over and above executing orders received from clients 
transacts business either on account of a firm or individually. 

4 The amount of loss hktlj to icsuli owing to advusr pint samuont will ginciall} 
be offset by a corresponding; vgaip in an opposite transaction Lithei in futures nr 
Spot. See also chaptei» em ■HW**.’ 
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When one gels a big order either to buy or sell, he is naturally 
tempted to tajce advantage of it If he thinks that the order is 
likely to affect the movement of prices appreciably, he may partly 
precede his clients' orders, by buying or selling as the case may 
be, first on his own account and then transfer the same to the client 
with probable benefit to himself. Hence, their business morality 
is questioned. This state of affairs heavily tells upon the broker's 
duty as an agent to his principal. A broker is supposed to exercise 
due care and take every precaution to protect the interests of his 
principal. It renders the brokers' function quite distinct from that 
of a floor trader. He should not violate his function as an agent 
to the client. The interests of the clients who may be producers, 
merchants, shippers, or mill owners would be better served if the 
broker's and a floor trader's job were strictly separated by the 
exchange. At times, he acts for himself on the strength of the 
orders in his pocket and grabs the difference. This is apt to make 
him less fair-minded in his treatment of his client's business. An¬ 
other important objection that can be raised in this connection is 
that he becomes so much engrossed in his own business, that he 
is likely to find little time to remember the actual position and 
requirements of his clients. Moreover, it is not possible for him 
to act as a good and honest agent, if he undertakes a job of a floor 
trader simply because his own prejudice will not allow him to take 
a detached view about the market. After all, floor tiaders and 
brokers are men of different categories. One is a helper to the 
trade, i.e. hr meets buyers and sellers in the market while the 
other becomes the principal, i.e. he buys or sells himself. Brokers, 
therefore, should trade through floor traders and not on their own 
account. There is thus room for regulating their individual func¬ 
tions and prohibiting them from acting as principals and agents at 
one and the same time, in one and the same ti am action. The 
authorities of some of the exchanges have attempted to bring about 
the division of function by prnhihiling the members to act in the 
dual capacity of an agent and a principal. But this is not enough. 
They should try to regulate a broket's business by enforcing upon 
him the rule that a broker should 110 L buy or sell on his own 
account. How far this is practicable is difficult to say but a high 
standard of business morality is likely to improve mailers. 

5. ADMINISTRATION OF FUTURES MARKETS. 

The general organisation and operation of different cotton 
futures markets ate more or less the same in principle and differ 
only in detail. 

Hie Board: The central administration of a futures market is 
vested in the Board of Directors or Managers. The management 
of business and control of the exchange lie with the Board, who 1 
exercises all such powers, authorities, duties and discretion express 
sedly conferred or imposed upon them and does all such acts and 
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things that may be done by the exchange. An organised maiket is 
governed by a president, a vice president and a gioup of members 
railed directors or managers. The directors arc elected annually. 10 
Ihe Board elects one of its members to be a president and another 
to be a vice-president.. It adopts rules and regulations which are 
designed to carry out the objects of the exchange. It is the Board 
who is the ultimate authority of the exchange having Anal jurisdic¬ 
tion in all questions except in matters deliberately reserved for 
reference to and voting upon by the general body of members. 
The Board governs the organisation largely through various stand¬ 
ing committees. 

Officials: The Board appoints salaried officials of the exchange 
to carry out the daily routine of the executive woik. These officials 
are invested with such powers as the Board may think expedient. 
Their duties are also determined by the Board. Among the officials, 
the Secretary is ihe chief administrative office! of the exchange 
upon whom rests much of the responsibility for the smooth func¬ 
tioning of this machinery. He devotes himself entirely to the 
business and affairs of the exchange. He is aided by one or two 
assistant secretaries and othei clerical staff. There is another impor* 
I ant officer—the Manager or Superintendent—in charge of the 
(Tearing House He looks after all affairs peitaining to the Clear¬ 
ing House, and is held responsible for the leakage of information 
with regard to a member's position. 

* Committees: The detailed affairs of the exchange arc handled 
hy a number of Committees. A Committee consists usually of 
frve or seven members, but at times, there may be only three. The 
Board appoints one or two members of its own at the head of 
most of the committees The term of a committee is one year or 
less at the discretion of the Board Their duties are aptly describ¬ 
ed by the very names they beai 11 The work of some of them is 
formal. Their functions arc prescribed by the bye laws and rules 
of the exchange. While ihe different committees play an impor¬ 
tant part in the administiation of the exchange machinery, the 
final conti ol lies with the Board 

Rules and Regulations: One of the main reasons for the orga¬ 
nisation of exchanges was the need felt by traders to adopt rules 
and regulations for preventing illegitimate trade practices in cotton 
dealings. The exchanges established definite rules to govern 
marketing in general and futures hading in particular. These rules 
were designed to insure fair and equitable treatment to all. They 

10 On Minn. tuhanges, luiwcvci the uim of ill dircctnis i'h not expire h) the ind 
of uih )tai Fithcr mu luilf m nvo thml* nt the IVunl rune in rotition and 
the requmd numlici is eluted nnually 

* II eg Arbitration, appeals, rat**. iilis, uiloimalinn uid slitistus mtmhmhip, 

finances. building, bve lius, iutims, business umrluU ling, stands ids, ix-uitive, 
supa visor), warehouse and dt .vcr>, dassifiiatmn, adjudication, during house, 
complaints, conti ol, etc 
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were framed to promote uniformity in customs atid usages as well 
to facilitate impartial and speedy adjustment of business disputes. 
The original rules and regulations have been altered, amended 
and repealed from time to time to suit changing conditions. Those 
in use today are therefore substaAtially different from the original 
ones. They may be divided for our purposes into two principal 
headings: (1) disciplinary or prohibitive or restrictive in character 
and (2) prescribing methods of procedure, Both these divisions 
refer to the conduct of business, e.g. commission for buying and 
selling contracts foi future delivery is definitely fixed by Tule, and 
members must abide by it. Again there are rules for arbitration 
which provide the means of settling disputes, analogous to civil 
actions at law. The infringement of rules and regulations results 
in a strict disciplinary action such as, subpension or even expulsion 
from membership in severe cases, The exchange enforces its own 
rules of conduct and discipline by a procedure analogous to that 
of the criminal courts. The accused member is entitled to a trial 
before the Board who is the ultimate authority. If guilty, the 
penalty varies up to the maximum of expulsion according to the 
nature of the offence. 1 ’* 2 In the case o[ suspension, the privileges 
of membership are withheld fm a period of time and & member 
is debarred from membership in the cabc of expulsion. The former 
penalty lequires a majority vote of the Board, and the latter a 
two-thirds vote. 

6 VARIOUS TYPES OF ORDERS 

While trading for clients, mcmbeis are called upon to execute 
seveial kinds of orders. 

Market Orders: The usual orders, known as niaikel orders, 
aTP to buy or sell ceitain amounts at the best price obtainable. 
Unless limited as to lime or price they are intended to be executed 
immediately on receipt and arc handled accordingly A broker 
receiving the market order to buy will usually bid slightly under 
the last transaction and continue to increase the price of his bid 
until the order is executed and vice versa in the case of a selling 
order. It follows that customers using this type of orders must 
usually expect to saciifice a small fraction for the sake of certainty 
and promptness of execution. Those who are inteiested in price 
movements of longer duration consider a fractional variation as 
incidental and buy or sell at the market rates. 

Limited Orders: Any order at a limited price is understood to 
be good for the day only, e.g. 'Sell one May at Rs. 425 
or 'Buy one May at Rs. 400 When trading is active such 
orders reach the market continuously, An order to buy or 
sell at a specified price means that the transaction is to be execute 

1 2 The giailation oi pcnaltv is that ,i sruir iipiimanil is supposed tn lie a Jtsscr penalty 
than a hiu anti a hm to be lessci than suspennon and suspension to be lcssci 
than expuhion. 
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ed, if execution ts possible, during the day at the price named . 191 
These orders are usually used to acquire or add to a market posi¬ 
tion either long or short. They are employed in preference to 
market orders, for, the price of execution is determined by the 
trader who would ratheT like to trade at a certain price level than 
at an uncertain market figure. This is more so when the market 
is widely fluctuating. 

Stop-Loss-Orders: An order which is terminated with the word 
'Stop' is a 'Slop-Loss-Order.' This order doeB not become effective 
until the market price is bid at or above the price stipulated if it 
is a buying order, or in the case of a selling order until the market 
price is offered at oi below the price stipulated. Such orders 
become the market orders if the fluctuations in the market carry 
the price to that named in the buying or selling order. The order 
is executed as soon as the named price is reached as is practicable 
but not necessarily at that price. The name of this order suggests 
its use. It is to stop a loss which may be actual or apparent. It 
is also used to close or reduce a long or short market position. 
St op-1 osbt orders are given by traders who desire to Tetain their 
holdings, thus conditionally, if the movement of the market is in 
their favour. The buyer 01 seller sets a price at which he wishes 
his contracts to be closed out, should the rise or decline reach 
lhat point. Such orders are not infrequently given in periods 
when wide and rafther rapid fluctuations are taking place. 

Switch Orders:^ These are orders to buy one position pf a 
futures contract and sell another in the same market. Unless the 
difference between the two positions is stipulated it is understood 
to be executed at the Lrading differences. 

Straddle Orders: 11 Straddle orders differ from the Switch 
orders only to the extent that they are orders to buy a staled posi¬ 
tion of the contract in one market and sell a stated position of 
the contract in another market. Both these types of orders are 
used by merchants carrying an unsold stock of cotton. They merely 
move the hedge from one position of the contract or market to 
another that may offer more favourable terms. Since the object of 
both these types of orders is to reverse one's transaction in each 
position of the contract or market and clip a profit they are availed 
of by the speculators to take the advantage of temporary distur¬ 
bance in their price relationship. 

Conditional Orders: Conditional orders are placed with a 
broker pending the issue of certain events. The order, for instance, 
may be to buy or sell upon the crop reports coming to a stipulated 
figure. 

H Snnu ol these orclm bear the words l G T C.’ rmamng dutch* ‘Good till Camelled.' 
11 In India, Switch oi Stiadillc Oidcis arc referral to as 'Italia' business. Sci also 
chapter oil 'Farm and Italia OpcidOous'. 
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Discretionary Orders: Discretionary orders may be to buy or 
sell at the time and price the broker thinks best. The idea is that 
the broker is in a better position to estimate the market than the 
customer, This gives some latitude to a member executing the 
order and at the same time more responsibility as to the best 
obtainable price Henre, some firms do not prefer to execute such 
orders and responsible concerns rather refuse to carry them out. 

Puts and Calls: There are orders to deal in ‘options' known as 
puts and calls' ox Tejimandi' tiansactions. These orders are 
intended to secure a right or option to buy or sell at a stipulated 
price, the given position of a futures contract at any time before 
the due date. 

\ 

These are the various kinds of orders 1 r> generally employed by 
clients in buying or selling futures. Out of these, the most com¬ 
mon aTe the ‘markrt\ 'day or limited*, 'slop-loss-orders', and 'puts 
and calls*. Because they aTe generally well-understood both by 
the customers and brokets, their use is popular. 

7 THE TYPICAL PROCESS 

Members work in two capacities, i.e. trading for themselves 
and/oT for clients. In either case, a member has to give an order 
for execution in the ring to one of his authorised representatives. 
If the order for buying 01 selling is to be executed at the maiket 
Tate, the representative iroes to the ring and after ascertaining the 
rates prevailing executes it In the case of an order to be executed 
at a particular limit he remains in the ring and watches the market. 
As soon as the order is executed, the transaction is noted down 
in a pocket diary or ‘slip book' maintained by the parties concern¬ 
ed. The transaction is then soon confirmed orally. Next morning, 
the representatives usually meet together and a confirmatory 
signature is taken. 

(a) In the Case of a Member: Suppose, member A wants to 
buy at market rale 100 bales larilla May contract. The order is 
given to a representative in the ring who finds the rate prevailing 
at Rs. 400 and buys at Rs 400 M 10 He immediately communi¬ 
cates the purchase to the office where it is entered in the 'business 
book*. Now when the price goes higher, say, Rs. 410/-, A wants 
to sell the same 100 bales and gives the order to his representa¬ 
tive. The sale is effected at Rs. 410and reported to the office 
for necessary note. The ‘business book* provides for all relevant 
entries with buying on the right hand side and selling on the left 
hand side of the page. 

IS ThiM tsprs of ordris arr also ustd in the buying and silling nf »torks and «hara 
ins nU inn more oi less ihe vmir proudim in rxicution on Oil stink inarktts 
Jfi In lru. ol a sail, the uali'ition is thr attual rati prtsailiftp, ic. Rs 400/- in this 
piitiiulu List. I Inis Oku is puimlli a rlifftime of As 4 per candy which 
is known as 'lobbcr'* nun* In ca*a of foreign mark ft' this difference is one 
point per lb 
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(b) In the ease of a Non-Member: The procedure for the 
execution of a non-member 8 order is the same but the mainte¬ 
nance of accounts differs. In the members' ledger separate accounts 
are maintained for each client and the business is entered from 
time to time. When the transaction is closed by the client the 
difference due from or to him is calculated and entered in the 
respective columns. The client's business may be based on either 
margin basis or settlement basis. In the former case, accounts are 
settled when transactions are closed or when the client wants to 
settle the account. In the meantime, however, if before the transac¬ 
tions are closed the market goes against the client, the member 
calls for replenishment of the margin. If the client wants to keep 
his business standing, he has to comply with it. In case, the client 
does not comply with the margin call, the member is at liberty 
to close the tiansaction when he thinks fit without giving any 
further notice. When business rs done on settlement basis, the 
member prepares a statement of accounts of his client at the time 
of the periodical settlement taking the settlement rates aB basis 
and payments.arc made or received accordingly. If any business 
is outstanding at that time the settlement rate fixed by the asso¬ 
ciation is applied and the difference is calculated. The outstanding 
business is then carried forward al the settlement rate, 



CHAPTER V 

DESCRIPTION OF FUTURES MARKETS 

IN the laBt chapter organisation of futures markets and their com¬ 
mon features have been described. This chapter deals with the 
general description of the different cotton futures markets of the 
world. The Indian futures markets at Bombay, Karachi, 
Ahmedabad, Surat and Indore deal wholly in Indian cotton. The 
American markets at New York, New Orleans and Chicago deal 
in American cotton. On the Liverpool market, dealings are in 
American, Egyptian, Indian and British Empire Cotton. Alexan¬ 
dria naturally confines itself largely to Egyptian cottpn, whilst at 
Havre, Bremen and Osaka, the bulk of dealings are in American 
cotton. 

I. INDIA. 

The East India Cotton Association: In India, the East India 
Cotton Association is regarded as the piemier cotton futures 
market, both from the point of view of price quotations and hom 
the standpoint of volume of business pul through. This market 
is at present working under the Bombay Cotton Contracts Act, 
1932. which gives it official recognition. 1 The association consists 
of three different classes of members: (I) full members, (2) 
associate members and (3) special associate members. A full 
member has to pay as deposit a sum of Rs. 20,000 if he is a British 
subject and Rs. 50,000 if a foreign subject. The deposit bears 
interest at 3 f ( per annum. Each such member has to pay an 
entrance fee of Rs. 2,500 and an annual subscription of Rs. 200/-. 
The qualifications for membership are that the applicant should 
have traded in cotton in Bombay for a period of not less than 
three years and have a place of business in Bombay. An associate 
member pays a deposit of Rs. 1,000 if he is a British subject and 
Rs. 5,000 if a foreign subject. The deposit bears interest at 3% 
per annum. An associate member has to pay an annual subscrip¬ 
tion of Rs. 50 and Rs. 100 respectively. The qualifications for 
this class of membership are that the person should be actually 
engaged in the cotton trade and have a place of business in British 
India. He shall have no vested interest in the association. He is 
neither entitled to trade in the ring in his own name nor to make 
use of the clearing house. He has no right to be present at a 
general meeting nor can he act, under any circumstances, as a 
director or vote on any panel. 2 The third type* of member is called 

1 Tins Act n irplacal bj the Bombay Fmwjrtl Contracts Control Act of 1947, For 

ilttails irfi i to Chapter <m ‘RrpulAtum' 

2 Amde No 12 (u) the Ru laws of the C.ICA For amalgamated members irfrr 

lo Chapter on ‘Regulation,’ 
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a special associate member. On March 31st 1922 he was a 
member of the clearing house established by the Cotton Contracts 
Board or a broker licensed by that Board and applied for mem¬ 
bership of the association on or before the date mentioned. He 
then paid a deposit of Rs. 5,000. On this he gets interest at 3% 
per annum. He pays an annual subscription of Rs. 200. The 
difference between the position of an associate member and that 
of a special associate member is that the former has no right while 
the latter is entitled to trade in the ring in his own name and to 
use the clearing house. In other respects both stand on the same 
footing, that is, they have no vote, no vested interests in the assets 
of the association, nor are they entitled to be present at a general 
meeting, to vote on any panel, and under no circumstances, to act 
as directors. On 31st August 1946 the total membership on the 
Register of the association was 536 as against 537 in 1945.* The 
membership is comprised of merchants, factory owners, brokers, 
commission agents, spinners, importers, exporters and speculators. 
The liability of the members is limited. 

The Board of the E.I.C.A. is made up of three panets* viz., 
(1) buyers, (2) sellers, and (3) brokers. The first two panels 
elect four directors each, and the third six. They form the Board 
of elected directors. At their first meeting after the annual elec¬ 
tion the elected members co-opt one director who is called the 
'co-opted director* to represent the general body of members on 
the Board. Five directors are nominated to represent the growers 
of cotton; three by the Indian Centra] Cotton Committee from 
the growers' representatives on that Committee and two by the 
Government of Bombay. These five directors not having dealings 
in futures contracts may or may not be members of the association. 
As directors, they are entitled to attend and vote at all meetings. 
But they are not entitled to vote in respect of an appointment of 
a co-opted director. Thus, in all, the directors on the Board are 
not more than 20. 1 Each director other than those nominated 
should be a British subject and an authorised representative of a 
member belonging to one of the aforesaid panels. 

So far as the equipment is concerned, the association owns two 
buildings, one at Sewree and the other at Kalbadevi. 
The building at Sewree, known as “Cotton Green" with ware¬ 
houses and Btorage grounds around it, is conveniently situated for 
business in spot cotton. It contains buyers' rooms, sellers* rooms, 
a large trading hall and an extensive arbitration room for examin¬ 
ing samples of cotton. The building at Kalbadevi is called the 

3 *‘43 C full members, 6 special associate mi ruber* and 94 associate members 1 ’. 24th 

Annual Report of the E.I.C.A. 

4 Article No. SI of the Ailiilis of Association of the FJ.C.A. provides that there 

shall not be nirin. than 20 ami nut less than 12 dim.tors inclusive of the president 

and vice-president of the association. 


4 
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‘Cotton Exchange* where trading in futures is earned on. r> Kalba- 
devi is considered to be one of the best centres of trading activities 
in Bombay, for, there are other markets nearby dealing in silver, 
gold, cotton yarn, seeds, grain, etc. The exchange at Kalbadevi 
comprises of a basement, a ground floor with two galleries and 
six upper floors. The trading ring is located on the ground floor. 
There are telephone cabins constructed for members on both sides 
of the ring on the ground floor and in the two galleries, numbering 
in all 114. The top floor accommodates the clearing house and 
administrative offices. The remaining five floors contain 113 
rooms for members’ offices. Qn the first floor there is a visitors' 
gallery on one side of the ring and on the other side a bridge where 
quotations are posted. 

The Bye-laws of the E.l.C.A. prescribe three different kinds of 
contracts: (1) forward hedge contract, (2) forward delivery con¬ 
tract and (3) ready contract. A forward hedge contract is no¬ 
thing but a contract in futures. For the purpose of trading in futures 
there is a system of one hedge contract called the "Indian Cotton 
Contract" or better known in the business parlance aB the "Jarilla 
Contract." It is a contract based on Fine Machine ginned Jarilla 
cotton with l" staple. Though the standards prepared differ 
according to the character of the individual growth, the most usual 
standards are "Extra Superfine, Superfine, Fine, Fully Good and 
Good." The standaid basis iB fixed on the spot value of cotton con¬ 
stituting the basis of the contract. The spot values of various growths 
tenderable under the hedge contract are fixed for the delivery 
period by the Daily Rates Committee or by a panel of the Appeal 
Committee subject to a right of appeal to the Board. 0 The tender¬ 
ing difference between the standard and spot values of cotton 
tenderable under the contract is calculated upon the spot values 
fixed as above on the first working day previous to the tender. 

The three main classes: "Fully Good, Fine and Superfine" with 
the customary interpolations are the pillars of the Bombay system 
of classification. The premiums or discounts on the grades above 
or below the basir grade are fixed by the Quotation Committee 
on a periodical basis. The system in vogue is therefore known as 
the ‘periodical system' of fixing differences. The deliveries are 
made in Bombay. The months of delivery for the Jarilla contract 
are January, March, May, July and September. There are now 

6 Bv a Ion*.' sUndinji piactiu ol man) \tais, futures li.ulint* wi< dill) rained out 
in two sepirjti—niuldas mil ifarnnon—sessions held at two diffeient places. 

1 he. uiiddit session in mahls took pint at thL Mjiwm Bj7u (Kilbadisij In 
ihi beginning thi lhtinoon session took plate at Colaba under the regime of 
tin Bombas ('< tinn 1 1 ult Association until it was replauul by the Cotton 
CnntriLt* Commutei anil liur on by the Cotton Cun traits Boaul and 
since Jnm 102?, under tin. ie*imc of this association In 192?, the bade was t 
rtmosul to btwru and die session was held there. In 1937, a new bud dim; was 
ntctid at Kalbadtvi for futures tiading without distinction of midday and 
afternoon sessions—-Personal Investigaaon. 

6 Rilti to Chapur on “Ihi hedge contuit system for Indian Cotton" for detail 1 . 
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all tingle delivery periods in vogue on the E.I.C.A. This period 
runt from the 1st to the 25 th day of each month or position. 

The unit of a tender against the contract in futures is 50 bales. 
Tenders are made through the clearing house on the first and the 
last working days of each delivery period and on every Monday, 
Wednesday and Friday between these days, holidays and settle¬ 
ment days are being excluded. Futures contracts are subject to 
periodical settlements through the clearing house and bear interest. 
As a Tule, parties to the contract must be members of the association. 

When tenders are made and disputes arise, parties resort to 
arbitration. A system of blind surveys and appeals has been 
introduced by the association since October 1937 to replace the 
old one which was the subject of much criticism. Under the old 
system the parties used to appoint their own surveyors which is 
not the case under the present one. Now-a-days, there is a survey 
committee appointed annually by the Board. This committee is 
composed of noL more .than 25 persons from the members or 
their authorised representatives. It is divided into five panels of 
five persons each and the suiveyors function through these panels. 
The day or days on which the members of each panel are to act 
is determined by the secretary by drawing lots. The surveys are 
held by persons who are not aware of the names of the disputed 
paities. The results of the draws are kept secret and surveyors 
are only informed of their turn to act on the day fixed. This is 
known as the ‘Blind Surveys’. The five members of a panel start 
their work by a batch of two under the direction of a chairman 
appointed by them. In case of difference regarding the award, the 
chairman appoints anyone of the remaining surveyors as an umpire. 
The award of the surveyois or umpire is subject to a right of 
appeal to the appeal committee. This committee consists of 12 
persons appointed by the Board and is divided into two panels of 
six persons earh by drawing lots. Each of these panels deals with 
appeals on one day only. No member of the appeal committee 
can be a member of the survey committee. 

The market is formally opened and closed by ike ringing of a 
bell during a business day. As soon as the market opens, trading 
immediately begins in the ring. The business hours vary accord¬ 
ing to the seasons in India but are generally fixed at 1 1-30 a.m. to 
5 p.m. in Winter, and at 11-30 a.m. to 5-30 p.m. in Summer. At 
the time of the American Bureau report on the cotton crop, the 
market remains open up to II p.m. On account of the war-time 
disturbance all futures markets in India were closed by the Govern¬ 
ment of India for a few months from the middle of May 1943 to 
the end of October 1943 and even the E.I.C.A. was not an excep¬ 
tion to th». Since then the trading hours are reduced to 5 hours 
a day from 12 noon to 5 p.m. 

The prices are quoted in Rupees and sixteenths of a rupee per 
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candy of 784 lbs. A small change of annas two per candy is equal 
to Rs. 3/2 per contract. Ther$ are limits on daily price changes 
known bb 'floors* and 'ceilings', i.e., the lowest and the highest 
levels to which prices can fluctuate in a given day or for a given 
position of the contract. The kinds of transactions permitted to 
be executed take the forms of outright purchases and sale of 
futures. The members also buy and sell options known as Teji- 
mandi' either double or single. Orders both for futures and Teji- 
mandi business come from all parts of India as well as from abroad. 
The transaction is made openly across the ring. Traders indicate 
a purchase or sale by throwing their hands out or in, with the 
words 'Lyo or Dyo’ conveying thereby 'take or give*. By way 
of throwing the hand in, they usually denote purchase and the 
reverse motion of the hand implies sale. The price and amounts 
are signalised by fingers. The transactions are confirmed by the 
contracting parties. The members are supposed to require a 
margin from their ruBtomers, whether an associate member or a 
non-member. However, the amount of margin is purely a matter 
of mutual arrangement. There is a system of 'Havalas* 7 which 
is freely resorted to in case of a party having any doubt regarding 
the financial standing of the opposite party. Closed contracts are 
set off and only open contracts are passed for clearing. The rate 
of commission chargeable under the rules by a member to his 
clients is Yi f /r s 

The association publishes the following statistical TeportB:—• 

(a) The Bombay Bi-weekly Statistics. 

(b) The Bombay Weekly Statistics and 

(c) The Indian Weekly Statistics. 

The first two give the movements of cotton in Bombay whereas 
the imports and exports of cotton into and from the chief ports 
of India are given in the third. In addition, the association publi¬ 
shes the Bombay Cotton Annual which contains statistical tables 
of crops, expoits, impoits, prices, stocks, consumption and Govern¬ 
ment notifications. This publication, it seems, has been designed 
primarily to meet the requirements of all those interested in the 
production, distribution and consumption of Indian and foreign 
cottons, yarn and piece-goods. 

The Karachi Cotton Association: The organisation and working 
of the E.I.C.A. have been described above in detail. Nearly all 
Indian markets work on similar lines and therefore while dealing 
with them only such points which require special mention will be 
explained. 

Next in importance, comes the Karachi Cotton Association. This 

7 **1 Ia\ jIjs 1 * means squarr up thr iiansaction or adjust the books 
fl Our rnquuv shows that due to tut throat competition in the bade the rate chargee] 
is onK >4 # and at bines as mutual!} arranged. 
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association is a corporation with limited liability of its members. 
It is recognised under the Act of 1944 by the Sind Government. 

The membership is comprised of two classes: (i) Original 
members and (ii) members. Ihe deposits, admission fees and 
annual subscriptions to be paid by the members of the two classes 
and their qualifications are as stated below:— 

(i) Original Members: Prior to September 1935, an original 
member had to pay a deposit of Rs. 3,000 bearing interest at 3% 
per annum and an annual subscription of Rb. 75/- or such other 
sum not exceeding Rs. 200/- as the Board determines. He must 
have a place of business in Karachi, and must have applied for 
membership before the 1st September, 1935. 

(ii) Members: If a British subject, a member has to pay a 
deposit of Rs. 10,000, otherwise Rs. 20,000 bearing interest at 
3'/r per annum and an admission fee of Rs. 500/- and annual 
subscription of Rs. 75/- or such other sum not exceeding Rs. 200/- 
as the Board determines. He must have traded in cotton in 
Karachi for at least one year and he must have an office there. 

The total number of members of both the classes registered 
was 130 on 31st August 1939. 9 The brokers in Karachi are not 
the members of the association. The Board issues annual licences 
to brokers through whom the members are required to deal with 
each other. 10 The licence fee is Rs. 25 / - and its renewal fee is 
not less than Rs. 5/- or a sum not exceeding Rs. 50/- as determined 
by the Board. 

So far as the constitution of the Board is concerned, it is com¬ 
posed of two principal interests: viz., the buying side consisting of 
buyers and exporters, and the selling side of sellers and others. 
The Board is composed of 17 members (S buyers'exporters and 

9 sellers/others) elected annually by the general body. The 
Board elects the chairman and vice-chairman from its members. 

The association has its own building consisting of a ring, 
administrative offices and rooms for members. For the purposes 
of trading in futures there are five hedge contracts, viz., (i) Super¬ 
fine M.G. Sind Contract, (ii) Fine M.G. Punjab Contract, (iii) 
Fully Good M.G. Punjab Contract, (iv) Fine M.G. 4-F and (v) 
Fine M.G. N.T.-289-F. The basis for numbers 2, 4 and 5 is 
“Fine", for number I "Superfine" and for number 3 "Fully Good". 
Standards are prescribed as ‘half a class off, pass and one class 
on'. The staple of 4-F contract should be not less than 3/4" and 
that for N.T. not less than 7/ 8" in length. The months of delivery 
in all cases are single; viz., December, January, March, May and 

9 Annual Report: 1948-39: The Karachi Cotton Association* j> 19. 

10 On list Augu&t 1939, thux wire 299 Liu.nM.tl Hroktrt on the Register* of the 

Auousaan. 
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July. In the case of the Sind contract, November is also actively 
traded in. ‘On’ allowances for better staples and 'off* allowances 
for staples less than 3/4" and 7/8", in case of contract numbers 
4 and 5, are fixed by the Board fiom time to time. 

In matters of arbitration the Board elects a panel of arbitrators 
who act as umpiies as well. All disputes are referred to the arbi¬ 
tration. Karachi has also introduced the system of Blind surveys 
and appeals prevailing in Bombay. 

The Karachi cotton association's special feature is that it issues 
a monthly bulletin and daily market report, besides the cotton 
annual. 

The main points of differences between the two oiganisations 
at Bombay and at Karachi are: (a) The former maintains panels 
and the Board is elected not jointly but sectionally, while in the 
latter there are no panels and the Board is clerted on a principle 
of joint electorate system with reservation of seals for buyers and 
sellers. (b) The character of membership differs in the sense 
that the first has three rlasses with romparativcly higher amounts 
of deposits and dues, while the second has only two classes with 
lower amounts of deposits and dues, (r) The position of Karachi 
Brokers is peculiar since they are regarded as scalpers or at the 
most, floor traders, as compared to that of Rombay brokers, (d) 
Both the associations conduct most of the spot business in theii 
respective fields. 

Shri Mahajan Association, Bombay: Shii Mahajan Association, 
Bombay, is India's third futures market. This is a body with 
limited liability of its members but without the stamp of official 
recognition from the Government of Rombay. The Board consists 
of 21 members of whom 17 are elected and four aie co-opted at 
every annual general meeting. I he members are divided into two 
classes, viz., ordinary and honoiary. An ordinary member has 
to pay a sum of Rs 2,501 as admission fee plus the annual dues. 
Any resident of India interested in the growth and trade of Indian 
cotton is eligible foi membership Ihe definition, according to the 
Articles of Association, of an honorary member is that businessmen 
from any part of India, mcmbcis of the Pxovincial Legislature or 
any other gentleman whose admission as a member is likely to 
be beneficial to the association shall by a lesolution of the Board 
passed by 3/4 majority be admitted as an honorary member. He 
has not to pay admission fee or annual dues. There are 610 
members on the register of the Association, 11 perhaps, the highest 
number on record in India. 

The notable points in connection with this institution are: (i) 
the Unit for trading in futures is 10 bales, (ii) there is no clearing 

11 Anniul Report ol the Sim Mahajan Aswxianon, Bombay, 1938-39. 
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house. They have a system of periodical settlements and on every 
Saturday the quotation committee fixes prices for that purpose. 
MembeTB have a right to ask for Havalas should they feel so. This 
market is rendered however defunct since May 1943. ia 

The Ahmedabad Cotton Brokers’ Association and the 
Ahmedabad Cotton Exchange and the Gujarat Cotton Brokers’ 
Association: There are three futures markeLs in Ahmedabad. They 
are organised and functioning on more or less the same principles. 
The main points are: (i) smaller unit of 10 bales, (ii) no clearing 
house. There is a periodical system of settlements with Havalas 
freely resorted to. (iii) The prescribed trading limits for members 
are 1500 bales in the former case and 500 bales in the latter. Any 
member trespassing the limit is often called upon to pay Rs. 20 / - 
per candy as margin, (iv) There are no panels. The Boaid 
consists of II to 15 members elected every year. (v) 
To become a member of the former association, one has 
to pay Rs. 2,000 as deposit, while the latter organisations charge 
only Rs. 101 [- as admission fee. (vi) The latter has two manag* 
ing directors working ob the chief executive officers againsl a 
secretary and president in the former for the same purpose, (vii) 
There is no arrangement for actual delivery being given or taken 
in Ahmedabad. 11 They have arranged for such deliveries to be 
effected in Bombay. These bodies are however rendered defunct 
since May 1943. 

The Surat Cotton Merchants’ Association: There is a cotton 
futures market in Surat too. The lines of organisation are mostly 
copied from those of the Bombay Mahajan Association. Hence, 
the working is BimilaT to that of the parent body. The only point 
worthy of note is that the Surat association has a unit of 5 bales 
only, 11 perhaps, the smallest in the world's cotton futures markets. 
This association has been rendered defunct since May 1943. 

The Indore Cotton Committee: The coLton futures trading at 
Indore is conducted under the auspices of the Indore Cotton Com* 
mittee. The operators have to pay to the Indore State a tax of 
Rs. 5/- per every 100 bales bought and sold. There is neither 
a fixed unit nor are there any fixed hours of business. Popularity 
of this market lies in the huge business put in by way of Teji- 
mandi which at times affects even the price level on the E.I.C.A. 13 

2. THE UNITED STATES OF AMERICA. 

The New York Cotton Exchange: The New York Cotton 
Exchange is an incorporated body working under a special Act of 

12 Rcier tu ChjpUi on 'Regulation' for details. 

13 In view of this, the exchange* in Ahmedabad ilia) be ngaidcd a* ‘gambling dens’. 

M Artaks of the Surat Cotton Merchants' Association. 

15 Personal talk. 
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the State of New York. It has a Board of managers consisting 
of 18 members elected every year. 1 ' 1 A member pays an entrance 
fee of 1,000 dollars and an annual subscription determined by the 
Board. The exchange has a limited number of members, 450. A 
member has to hold at least one *seaL '. 17 

The exchange has a building having 20 floors, of which the 
19th floor is mainly a large hall known as the ‘trading floor'. It 
contains the ring, telephone booths, telegraphic equipment, black¬ 
boards and a gallery. Trading hours are from 10 a.m. to 3 p.m. 
on Mondays to Fridays and from 10 a.m. to 1 2 noon on Saturdays. 
The opening and closing are announced by the striking of a gong 
in the ring. There is a system known as a ‘call*. An officer of the 
exchange conducts the calls of each delivery month in turn and 
establishes the price level for all positions of a futures contract. 
At the end of a call, trading becomes open. Other calls lake 
place at 12-15 and 2-15 p.m. respectively. The exchange has 
been in continuous operation since its inception except for tempo¬ 
rary closing at the outbreak of the war in 1914 and during the 
bank moratorium in 1933. 

There is one uniform contract called 'Middling*. Its unit is 
50,000 lbs. in about 100 square bales, gross weight. It has a 
minimum staple length of with the ‘White middling upland" 
as the basis. Delivery may be made at one of the specified places 
at the seller's option. ls In effecting delivery a notice of five busi¬ 
ness days is required to be given by the seller. Every contract 
calls for delivery either in the current month or in any of the suc¬ 
ceeding eleven months. The active months are January, March, 
May, July, October and December and the trading is concentrated 
only in these six months. The pure is quoted in cents and 
hundredths of a cent per pound. Each hundredth part is known 
as a 'point* and is equal to 5 dollars on a 100 bales contract. The 
exchange rules provide that transactions shall not be made in one 
day at more than 200 points per pound above or below the closing 
prices of the previous day nor at a greater range in prices than 
200 points a pound above the lowest or below the highest of the 
day. 

The members are required to pay to the clearing house margin 
money for protection from loss on outstanding contracts. There 
are two kinds of margins: (1) original and (2) variation. Original 
margins are paid to cover ordinary fluctuations of prices during 
the course of a day. Variation margins are additional payments 
made subsequently, when and if called for by the clearing house, 

16 Byt-hws and rules oi the* Niw Yoik Cotton b change. 

17 A few menibus hold nioic than one seal. 

18 Delivery on New Yoik lutuirs uiniuit rru\ hi made at New Yoik, Norfolk, Charles¬ 

ton, S(.wniuh, Mobile, New Oilcans, Houston and GalsLatun. 
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to cover broader fluctuations in times of unusual price changes. 
The contract is subjected to a system known as ‘daily settlement' 
as opposed to one of periodical settlement in Liverpool and 
Bombay. The discounts for lower and premiums for higher quali¬ 
ties than the basis are provided for. The difference is based on 
the prices prevailing in the designated Southerns spot markets. 
The differences are averaged and used as the basis for calculation. 
The exchange applies the full average premiums and discounts 
for grades. It applies only 60^ of the average premiums fox 
cotton of 15/16" and full inch staple. It does not allow any 
further premium for cotton of moie than one inch staple. All 
cotton delivered on futures is classed by expert classers of the U.S. 
Department of Agriculture. The Department issues a certificate 
lor each bale giving particulars regarding the grade, the staple and 
whether or not the cotton can he delivered on the futures contract. 
Hence, the words "deliverable qualities" and "certificated stocks" 
are in common parlance in Ameiica. 

The brokerage to non-members residing in the U.S A. and 
Canada is 15.00 dollars for 100 bales bought or sold while that 
for those residing outside the U.S. and Canada it » I 7.50 dollars. 14 ' 
For members it is half of the said amounts. The contracts in 
futures are subject to "U.S. Cotton Futures Act" We may add 
that the exchange maintains a statistical service and publishes a 
year book called "New York Colton Exchange Year Book". 

The New Orleans Cotton Exchange: The New Orleans Cotton 
Exchange is a Corporation domiciled in the city of New Orleans 
and chartered under the laws of Louisiana. It has a capital of 
1,00.000 dollars divided into 500 shares at 200 dollars each. A 
member must hold at least one share. He has to pay the initia¬ 
tion fee of 500 dollars and annual dues of 150 dollars. Besides, 
he may be called upon Lo pay other fees and taxes. Only a person 
legally of age, good character, and commercial standing, is quali¬ 
fied for membership. In addition, the exchange accepts visiting 
members who pay dues but do no trading on the floor. The Board 
of Directors consists oM 7 members including a president, a vice- 
preBident and a treasurer who are elected annually. 

In the building owned by the exchange the trading room is on 
the second floor. There are two unitB of trading, one of 100 bales, 
as in New York, and the other, what is known as a 'job lot', of 
50 bales. Two separate lings are maintained for the two separate 
units. Other facilities are the same as those in New York and 
the working is essentially conducted in a similar manner. The 
points of difference between the two are: (1) New Orleans opens 
and closes one hour earlier than New York due to time difference. 
(2) Each session opens with a call as at New York but there are 

l 1 * Ihilavkb amt lulib of the New Yoik Cotton Exchange. 
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no subsequent calls during the day. (3) Contracts for future 
deliveries can be made as far ahead as the parties wish to enter 
which is not done in New York. (4) Commission for domestic 
non-member in 12.50 dollars for buying or selling as opposed to 
15 dollars in New York. (5) New Orleans contract permits 
delivery at only 3 points as against 8 points on the New York 
contract. (6) In New Orleans, the cotton of 15/16" staple 
fetches the full premium and in the case of full inch staple 75 f /tJ 
of the premium is received by the tenderer as compared to 60% 
in both the cases in New York. 

The Chicago Board of Trade: On the floor of the Chicago 
Board of Trade, futures trading is conducted in many commodities 
including cotton. Business in cotton is carried on around a trading 
post, there being no separate ring for the purpose. The Chicago 
market is in almost all other respects rather organised on the same 
lines as of New Orleans. The points of difference are that there 
is only onr contract of 50 bales as opposed to two at New Orleans 
and the contract is based on the delivery of bales compressed to 
a high density as against the standard density in New York or 
New Orleans. If a seller, therefore, tenders uncompressed or 
standard density bales in the fulfilment of the Chicago contract, 
the price is subject to certain adjustments.-" 

3 EUROPE. 

The Liverpool Cotton Association: Ihe largest and most 
important cotton futures market in Europe is the Liveipool Colton 
Association.- 21 The association is a corporation working under a 
special charter teceived from the Parliament of Great Britain. The 
capital of the association is £ 60,000 divided into 600 shares of 
£ 100 each and the shareholders have power to increase it. 

There are two types of memberships: (i) Full member and 
(ii) Associate Member. A full member must hold one share and 
should be elected by the general body and approved by the Board. 
In the case of a non-British subject, there are certain restrictions. 22 
A member has to pay an entrance fee of £500 and an annual 
subscription as Axed from time to time. The associate members 
aie divided into eight classes running from A to H and are subject 
to annual election. The annual subscription payable by each of 
these Bub-classes is determined at the general meeting. 

The Board of directors consists of not more than 19 persons 
including a president, a vice-president, a treasurer and not less 

20 Opposite is die case in New Orleans m Niw Yuik while coiH|)KSsid oj high demit 

bales are subject tn pi iu adiuTuunts 

21 At pttsent ihi Buaiil of liarli ha. Likin tmi tin eont'ol anil icipildtion uf ilur 

assiHUtion with the result that mu J‘H6 the futures tiaelim; is rendered difunct 
in Fiigland. 

22 Article* ul Association of the Livupool Cotton Aawuation Aibclc No. 3. 
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than 10, nor more than 13, Ordinary directors as well as not less 
than one noT more than 3 Associate directors. At every annual 
meeting the president, vice-president, treasurer and one-third of 
the Ordinary directors and one Associate director retire. 

Like New York, this market has been in continuous operation 
since its inception except for brief interrupt ionsi due to war or othei 
disturbances. It has its own building equipped with all the 
necessary facilities. In the tiading hall, there are three lings; 
one large and two small for the various types of cotton dealt with 
in the market. The large ring is for American Cotton. Of the 
two small rings, one is for Egyptian Cotton and the othei is jointly 
foi Empire, Miscellaneous and Indian Colton. The hours of trad¬ 
ing begin from 10 a.m. to 4 p.m. on Mondays to Fridays, and 
from 10 a.m. to 12 noon on Saturdays. It is formally opened 
and closed by the ringing of a bell as in India, and tiading in any 
position immediately begins. There are no Vails* in Liverpool. 
All contracts foi the purchase and sale of futures provide (or the 
delivery of cotton within one year and one month after the month 
in which the contract is made. The positions of a futures contract 
most actively traded in an; January, March. May, July, Octobei 
and December. The Liverpool Am nit an contract, as in the case 
of a contract on American exchanges, has ‘Middling* as its basis 
with the "'universal standards’' for grade. Rut the two cootiacts 
differ in respect o( staple length, since, the foimer specifies 'fair 
staple' and is subject to the Liverpool Standard as against the 7/8" 
staple in jhe laltei case with the U.S. Govt. Standard. The con¬ 
tract unit in Livirnoul is for 100 bales of 48,000 pounds net as 
against 50,000 lbs gross weight in New York. The transaction 
as in futures maikets in India and America is made openly across 
the ling and by the use of signs. Prices are quolcd in pence and 
hundredths of a penny per lb. One point is the minimum fluctua¬ 
tion which amounts in t 2 pei contrail, of 100 bales. Dailj price 
changes are limited to 25 points only lhe lontract is on 'Settle¬ 
ment terms* and subject to weekly payments. It is interest bearing, 
as in India; this h not the case in the U.S. A. Apait from the out¬ 
right transactions options known as 'put and call* either double 
or single are availed of by ihe ticders. Margin, are not required 
as in India, as opposed to the practice available in America. This 
is purely a matter of private arrangements both with regard to a 
member and a non-member client. The delivery, without notice, 
ib made through the clearing house before noon on the firBl and 
last business days of a month oi on any Tuesday and Friday in 
such a month. The additions or deductions for quality arc settled 
by arbitration, the seller appointing one arbitiator and the buyer 
another. There are appeals and super-appeals in case of disputes. 
In the event of cotton of better staple than 1 5 16" being ten¬ 
dered, the seller makes to the buyer an allowance of 20 of the 
excess value of such staple cotton over 1 3, 16". Otherwise, full 
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spot market premium for cotton on all staple measuring up to and 
including 1 3 / l6" is allowed. Like the American exchanges, the 
Liverpool association allows full spoL market differences for grade. 

With regard to the Egyptian cotton, there are two contracts in 
Liverpool; (1) Sakel and (2) Uppers. The Sakel contract in 
based on ‘Sakellaridis' grown in Egypt or Sudan (Giza No. 7), 
and the Uppers contract on ‘Upper and / or similar varieties of 
cotton grown in Egypt including Pillion cotton.' The contract 
unit in each case 24,000 lbs. net or 33 bales. There are thirteen 
trading months under the Egyptian contracts. Full allowance is 
made in the case of a tendei for both grade and staple valut 
except that the allowance is limited to 3d. per lb. or the value of 
Good Sakel whichever is higher on the day of the tender. 

Referring to the 'Empire and Miscellaneous* contract it provides 
for the delivery of cotton grown in any country which is "at least 
equal in value to the Universal Standard for Low Middling Ameri¬ 
can cotton, but not below the grade of that standard and of not 
less than Fair Staple, rtc. or Punjab American cotton which is 
not Fine in grade and nut less than Good Staple."* 21 This contract 
covers American, African, Australian, South and Central American, 
Mexican and Russian Cotton, excluding the varieties included in 
Sakel and Uppers contracts Ihe unit of the contract is 24,000 
lbs. but the number of bales varies according to the weight of 
the growths delivered. 

Finally, there is a special contract foi the East Indian Cotton. 
It is brvsed on the ‘Superfine C.P. Oomia No. I’ Liverpool Standard, 
with staple not less than of Oomra No. 1. Thus only the longer 
stapled variety of Indian cotton such as Broach, Suratee, Navasari, 
Punjab American, Cambodia, Tinnevelly, etc., can be tendered 
againBt this contract. The contract unit is 39,000 lbs. normally, 
meaning 100 bales, the weight of an Indian bale being 392 lbs. net. 


The association collects and publishes many data as in the c 
of Indian and American exchanges. These data relate to the homte 
and other markets as well as to significant facts outside the markets. 
Most of the infoimation collected is published in the form of 
notices on the Bulletin board. In addition, a daily report, a weekly 
circular giving detailed information in both summary and compa¬ 
rative forms and an annual report in the nature of a yearly summary 
are the publications of the association. 


The Havre Exchange: 


The Havre Bourse (exchange) provi 


d i 


23 Ibid. 
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a large trading room for dealing in cotton futures. The peculiarity 
of trading on this market is that the traders do not openly make 
their bids and offers but negotiate individually in private talks. 
There are no rings but pillars around which trading activities in 
various commodities including cotton are carried on. The member* 
ship consists of brokers only, who work on a commission basis and 
are called 'futures brokers 1 .- 1 These brokers assemble around the 
cotton pillar at about 10 a.m. and at 10-15 a.m. get together in 
a special room where an opening call is held. Another call is 
held at 4 p.m. Prices established on the first and second calls 
are posted on a black board in the trading room. One of the 
brokers elected to be the president for a week conducts the call. 
Prices are quoted in terms of Francs and centimes per 50 Kilos. 
The trading terminates at about 5 p.m. A contract unit is 11,000 
Kilos or 24,250 lbs., net weight in about 50 bales. Contracts 
are made for delivery in the current month and in any of the 
succeeding eleven months. The active months are January, March, 
May, July, October and December. Only in American cotton, 
hading in futures takes place and the contiact is a basis 'Middling* 
one, the U.S. Govt. Standard. The staple length prescribed is 
23.5 millimeters Havre Standard, equivalent to 29/32". Though 
the basic grade of the contract is similar to that of the U.S.A. or 
Liverpool contract, it is slightly better in staple. The cotton 
Rendered is classed for grade and staple by an arbitration com¬ 
mittee of the Bourse. No premium is allowed for additional staple 
length but premiums or discounts are allowed for grades above 
or below Middling. These differences are fixed in advance at 
general meetings held four times a year; the periods being March, 
June, September and December. Here is an example of a rystem 
known as 'fixed differences' as opposed to thaL ol “Commeicial 
differences'. Each contract must be covered by an ordinary and 
if necessary by a variation margin deposited with the clearing 
house. There are no limits on the daily price changes The com¬ 
missions are based on mutual arrangements. 

The Bremen Cotton Exchange: The Bremen Cotton Exchange 
has its own building with all necessary facilities. Contrary to the 
practice existing at Havre, trading is conducted openly around 
the ring. There are two trading sessions in a day: (i) from 11-15 
a-m. to 12-30 pm. and (ii) from 4-20 p.m. to 5-30 p.m. The 
business officially opens and closes by the ringing of a bell. There 
aTe four calls daily conducted at the opening and closing of the 
two sessions. As at Havre, only American cotton is dealt in and 
Jhe unit is of 50 bales. The Bremen contract has the Middling 

24 There aic some hookers who jic sworn in and known as 'Sworn hunkers’ for 
srrvirr as rxncrls in courts. 



as a basis the U.S. Govt. Standard, with 28 millimeter sLaple, 
Bremen Standard equivalent lo 15/lb''. Thus, the Bremen con¬ 
tract has the same grade but its basic description is of a longer 
staple than that in Liverpool, the U.S.A. or Havre. This contract 
unlike that at other markets permits the delivery of cotton of shorter 
staple than the basic staple length. The seller in that caBe has to 
allow the buyer a discount foi the staple deficiency. On deliveries 
of cotton longer than the basic length up to and including 28^29 
millimeter staple, premiums are allowed equal to 60$ of the 
prevailing spot market differences for staple as officially computed 
by the exchange. On deliveries of cotton longer than 28/29 milli¬ 
meter no additional premiums are allowed over and above thaf* f 
applicable to 28 / 29 millimeter. Differences are established every 
week by a valuation Committee of the exchange Deliveries are 
made at Bremen, Bremerhavey or Weatermunde Prices are quoted 
in cents and hundredths of a cent per pound with the smallest 
change equal to 2 50 dollars on a contract of 50 bales There 
are no limits on the daily price fluctuations The contract is 
subject lo daily clearing and settlements Every contract must 
be covered by a margin of 150 dollars per contract deposited 
with the flraring hou*e The commission charged is 25 dollars 
per 50 bales and varies with the price The exchange engages 
paid classes for the purpose of clawing the cotton submitted for 
delivery and arbitration The names of the parties concerned are 
not disclosed lo these* rlassers The roMon chssed once for deli¬ 
very on futures need not be re-classed under oidirary circum¬ 
stances. 


4 JAPAN 

The Sampin Exchange: In Japan trading in cotton futures 
is conducted unde' the auspices nf the Sampin Exchange at Osaka. 
There aTe no rin*s but transactions are made openly on the 
floor Trading is mostly roncentraled at calls There are five 
rails for cotton conducted by th« exchange employees at brief 
intervals during a trading dny The rontiart is a strict middling’ 
contract, the U S Govt Standard It may be emphasised that 
the basic grade is higher than that of either the American or 
European markets and the Middling is the lowest grade deliver¬ 
able. The staple length prescribed is 7 / 8", the U.S. Govt 
Standard as is the case with the contract on the American mar¬ 
kets. Piemiums and discounts are allowed for grade. As to 
staple, premiums are allowed up to 15/16". There is a system 
of "Fixed diffeiences". Each month the Board fixes the differ 
ences on the recommendation of a committee on differences. 
The exchange maintains its own inspectors to class the cotton 
and to certify it for delivery. This classed and certified cotton 



is re-classed twice a year; April and October. There are 12 
Appeal Committees. A disputant may resort to any one of such 
committees. Trading is confined to deliveries in the current 
month and the succeeding six months. The contract calls for 
the delivery of 36 picuIb net weight, equivalent to 4,800 lbs. 
Delivery can be made either at Osaka or Kobe. 

5. EGYPT 

The Alexandria Exchange: In Egypt-' the futures trading in 
cotton is carried on at Alexandria. The futures market is con¬ 
ducted under the auspices of the “Commission de la Bourse de 
Marchandises." The trading opens in the morning at 10 a.m. 
and closes at 1 p.m. There are three contracts: (i) Sakel—long 
staple and (ii) Ashmouni—short Btaple and (iii) Giza No. 7. The 
basis is “Fully Good Fair". The grades ranging from “Good, 
Fair to Good" can be tendered against the fulfilment of futures 
contracts. On an Ashmouni contract delivery of brown and pilion 
cotton is admitted-* and the contract therefore is subject to price 
allowances fixed by a Special Committee. This committee is elected 
by the members and meets on the day preceding each delivery* 
date of the contract to fix the price differences. Deliveries are 
made in the warehouses located in the district of Alexandria. Any 
dispute arising in connection with the delivery on futures is submit¬ 
ted to the Arbitiation Committee consisting of 30 members. Three 
of these members whose names are drawn by lots by the president 
are asked to examine the cotton. They do not know to whom the 
cotton belongs. If the result oi arbitration is not accepted by one 
of the parties, there is an appeal committee of at least five mem¬ 
bers whose decision is final. Every care is taken that the members 
of this Committee are not aware of the parties in dispute. 

Thus, there is a blind system of surveys and appeals in Egypt, The 
months of delivery for the first contract are November, January, 
March, May and July and those for the others are October, Decem¬ 
ber, February, April, June and August. The active months are 
November, January and March as well as October, December and 
February. Prices are quoted in terms of Egyptian dollars per 
Kantar, equivalent to 100 lbs. The trading unit is 250 Kantars 
of about 37 local bales or 50 American bales. The commission 
Varies with the price. 

25 Egjpt hail to close the Cotton Exchange at Alcvandiia timing the World War 11. 

26 Some information about the Egyptian totum markets: 1926, G. D, Economou a Co. 
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6. WORLD MARKETS COMPARED 

The points of similarities and differenceaJn the operation am. 
organisation of the various markets of cotton futures in the World 
have been described while dealing with them individually. In 
order to give a general ides at a glance a table showing the 
summary contrast and comparison is given on pages 64*65. It 
may be added that in the second part some of these aspects have 
been discussed with a view to consider their applicability to India. 



CHAPTER VI, 

CLEARING: METHODS AND MACHINERY 

BEFORE completing this part, the methods and machinery of 
clearing a futures contract must be described, since, they form a 
part and parcel of the organisation of a futures market. For this 
purpose, we need to review the old methods of clearing and their 
utility to the trader, the establishment of modern clearing houses 
and their functions. 

I. ORIGIN AND GROWTH OF CLEARING SYSTEMS 

In the early days of futures trading, all contracts used to run to 
maturity. It was thought that contracts could only be fulfilled by 
actual delivery between the two parties. 

Evolution: With its increasing use both for hedging and specu¬ 
lative purposes, the contract did not remain with the original buyer 
till maturity but was sold and resold passing through a number of 
hands before the date of delivery. A speculative trader as well 
as a hedger would ordinarily buy different quantities at one price 
and sell at another with the idea of making profit or protecting his 
spot transactions. Each of the parties who held the contract for 
a while during the period of its currency would be due either to 
pay or receive the difference meaning that he had lost or gained 
on the whole. But none of these differences would be payable 
until the expiry of ihe period to which the contract referred. It 
was therefore considered a lengthy, tedious and unsatisfactory 
process. It would at timeB tend to make the situation dangerous, 
because, an operator dealing in futuies might carry on for a 
numbei of months losing heavily without being detected. On the 
due date, he might be unable to pay the difference or accept deli¬ 
very as the final settlement. Hence, some method foi the settlement 
of the balances of profit and loss involved in the myriad of transac¬ 
tions became necessaiy. 

Methods of Clearing: In view of lhia v different methods of clear¬ 
ing a futures contract were devised and practised before the 
establishment of a common clearing house was conceived of, 
Traders were accustomed to settle their transactions either by 
directly matching them with one another or by ringing them out. 

(a) Direct Settlement: Possibly the first system of clearing 
used was known as a 'Direct Settlement*, meaning thereby the set¬ 
ting off of contracts to buy at a certain price at a certain time, against 
similar contracts to sell at the same or any other time, at the same 
or a varying price, and paying the difference ii) cash at the end. 
This kind of settlement would occur when each of two members 



had purchased from and sold the same contract to the other. For 
instance, let us assume that on September 5th, A sold to B May 
contract for 100 bales at Rs. 400/- per candy and after some time, 
say, on September 10th, B sold to A the same contract at Rs. 425/'-. 
Instead of waiting till maturity and then delivering cotton to each 
other they would settle directly on or after their contracts had 
been closed. In the above case, this would occur on the 10th of 
September, when by paying and receiving the difference of Rs. 25 '- 
per candy A and B would settle their transactions. It helped them 
to delete the dead account fioni their books and avoid making or 
taking deliveries to each other. A pre-requisite of a direct settle¬ 
ment was that A must have bought and sold a futures contract for 
the same period to B and R in turn must have made counter 
transactions of the same contract with A. Direct settlement could 
also be effected in cases where quantity purchased or sold varied. 
A great drawback of this method was found in its restrictive nature 
in the sense that only two parties could make use of it. 

(b) Pass-out or transfer: Another method employed for 
making settlements was commonly known as "Pass-out or transfer." 
A pass-out was the substitution of another contract for the oiiginal 
one. This was also known as Offset'. The original seller might 
purchase at any price, before final delivery, a similar contract from 
another and substitute such purchased contract for his original 
sale, e.g. by this method A could pass out or transfer what 1 
bought from B and sold to C. Since A had both bought and sol*,, 
he need not wait longer for, effecting a settlement provided he 
could arrange and make it mutually agreeable to B and C. Under 
this method, it did not matter if the prices between A, B and C 
did not coincide, because A could pay off or receive the difference 
in cash by adjusting the original prices or taking some common 
basis. This would save a lot of time uf all concerned. Rut the 
method was found restrictive in its scope by way of limiting the 
number of parties that could mutually agree and adjust. In this 
method, difficulty would arise in a case when B might not accept C 
for reasons best known to him, and A could not fall out. So 
another plan of settling contracts was devised. 

(c) Ring Settlement: An improved method was found 
what was known as a 'ring settlement'. King settlement was reach¬ 
ed by comparing books of the members buying and selling in the 
ring. A series of transactions were picked out which could he set 
against each other so that closed contracts might be eliminated. 
This system operated on the same principle as the direct settlement, 
except that it took more than two parLies to make a ring. If A, 
B and C were brought together and transactions reduced to some 
common price basis, each could pay the other the difference be^ 
tween the ring price 1 and the original trading price. For instance, 

1 “Ihr prnr foi 'ling' wai 10 30 sum. pike js (iiililislic >1 l>\ rht exchange and printed 

nn the tapt rvcrv dav '* W, H Ilulihml; t’ntiun .mil thi Cnvioti Market: p.263. 



if A had soldi to B, B to C, C to D, D to E, E to F and F to A 
and the facta were known, transactions could be cancelled and 
differences paid as shown in the following statement:— 

Purchase Sale 

A 

Iran F at Rs. 400; 100 bales lo C m Rs. 405: 100 bales 

To be claimed Rs. 25Q 

B 

I iom A at Rs. 405; 100 bales In (' dt Rs. 401. 100 bales 

I n be paid Rs. 100 

C 

From B at Ks. 403: 100 bales lu D at Rs. 410: 100 bales 

To be claimed Rs. 350 

D 

Ft uni C at Rs. 410: 100 bales To L. at Ks. 406: 100 bales 

l o be paid Rs. 200 

E 

from D at Ks. 406: 100 bales Iu T dL Rs. 406: 100 bales 

F 

Fiojii 1 L aL Ks. 406: 100 bales lo A at Ks. 400: 100 bales 

lo be paid Rs. 300. 

From the above table it will hr noticed that under any circum¬ 
stances, the losses would equal gains when the accounts of all the 
members of a ring am ronsidcred. Thus, the method of clearing 
contracts which could not be offsrt by direct settlement or pass-out 
was accomplished through the formation of a ring. What the ring 
settlement system implied was that those having net losses should 
pay to those having net profits. The ring might contain a large 
number of dealers, and balances might be settled by means of a 
few payments involving small amounts. In this way a number ot 
transactions could be cleared It gave some advantages over the 
direct or pass-oul method of settlement in the sense that a number 
of traders could wipe out their dead accounts long before maturity 
of the futures contract. In addition to this, they could effect an 
enormous saving in the financial requirements of a particular party 
which might otherwise be needed to settle the transactions. 
Howcvei, the method was not free from shortcomings. The 
principal limitations lo the ring settlement system were: (I) the 
proportion of contracts liquidated by this method was small com- 
pared to the volume of outstanding rontiacls. (2) The quantity 
which could be rung out was limited by the smallest amount bought 
and sold by any party in the ring. (3) Ihe last buyer must have 
sold to none but the first seller to complete the ring. (4) The 
process of determining the presence of a ring was not an easy task. 
If one of the parties to a ring was absent, it would be difficult to 
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settlements, at least weekly. 11 Accordingly a complete system of 
a clearing house was introduced in 1918, that is, 43 years after 
the starting in 1875 of the first association to regulate the cotton 
trade of Bombay. 

Karachi: There was no clearing house in Karachi and the trade 
followed the old methods of settlement. 111 It was only during 1929, 
that the Karachi joint cotton committee undertook to cleAr the 
delivery orders on behalf of members. The committee then consi- 
dered a proposal for undertaking clearing of payments arising out 
of periodical settlement of contracts on ihe same lines as in 
Bombay. In 1930, they took Bteps towards the introduction of 
periodical settlements. 11 Still they have no complete system of a 
modern clearing house. In 1933, they established a modern clear¬ 
ing house which functions at present under the auspices of the 
Karachi Cotton Association. 

The position in the rest of the Indian Cotton futures markets is 
that though their Articles of Association provide for the establish¬ 
ment of a clearing house, at present none of them has one. They 
follow old methods of clearing. A system of periodical settlement 
is officially recognised by the respective bodies. They settle iheir 
contracts on every Monday at the price fixed by the committee 
on the preceding Saturday and pay or receive the differences. This 
presents a very interesting scene to witness. They form the rings 
and ring out their transactions first by checking each other's list, 
then by paying or receiving differences. For this purpose, they 
have to accommodate by keeping cash on hand or giving a hearer's 
cheque on any first class bank for all the debit items though it 
may be that they have to receive a certain sum fiom someone and 
pay a certain amount to someone else. The authorities in case of 
default do what they can for the loss, if any, sustained by the 
member. 


3. CLEARING HOUSE 

Instead of forming rings or making direct settlements all han&ac- 
tions in the leading markets of the world are now passed through 
the clearing house as an intermediary. Members no longe.r deal 
directly with one another after the transactions across the ring 
have been made and contract slips exchanged or confirmed. In¬ 
stead, they deal with the Hearing house. 

Its Importance: Since the leading futures markets have grown 
to huge dimensions and products are sold again and again, they 
have introduced a complete machinery of a clearing house through 
which purchases and sales by the members are cancelled against 
one another as far as possible and only differences are paid and 

( J Ripon ut tlu Indian Cotton (.oinnuttu, VH'J, p.210 

II) ‘*1 In sLtilnmnt mi*, mu Jivil b) tlu PaiuhawL 1 —I’liutnal inwsupaUun, 

11 Ripeut uJ the Karachi Joint Cutton Cuiiuimtu. lor the period* 
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received or deliveries effected. Without a clearing house* it is 
impossible to carry out such a large number of transactions. It 
acts as a central clearing agency for members and becomes a 
central office where each member can settle his transactions and 
clear the differences caused by changes in prices. With regard 
to utility and economic importance, it may be said that the adop- 
lion is a proof of its use. Its utility to the trade lies in saving 
time, trouble, and energy as well as limiting the risks. Today, 
a clearing house is regarded as the hub of financial dealings 
between members. 1 ' Debits or credits due to and from many 
parties aTe paid or received from the clearing house by a member. 
All members deal likewise with this institution and the net result 
is that each firm settles its differences with the other separately 
for many small balances. Its real impoitancc lies in the conve¬ 
nience it, gives in facilitating the handling of the immense volume 
of transactions on the exchange and in securing to the trade an 
efficient, economical and safe method of keeping all futures 
contracts cleared. 

Purpose: In ordei to facilitate the settlement of contracts, 
simplify the passim? over of delivery and lessen the financial visks, 
a clearing house has been established. It also affords facilities 
foT the offset of transactions and settling of differences. For this 
purpose, it has been provided that all clearing members would 
file their reports or statements showing the net long or short 
position with the cleating house which has a right to refuse or 
accept any contract for clearance. Upon acceptance, all contracts 
made between members are deemed to have been assumed by 
the Hearing house and its position becomes lhaL of a seller to every 
buyer and a buyer to every seller. 

Position: A clearing house is technically a part of the exchange 
hut for practical purposes iL is a separate and in most cases, an 
independent organisation. In cases where it is not independent, 
it functions in conjunction with the exchange as a distinct entity. 
Since it is organised by the members of the exchanges for their 
use only, it is composed exclusively ol these people who are known 
as clearing members. The transactions which the non-clearing 
house members made arc cleared for them at a small charge by 
a clearing house member. The provisions of the bye-laws of the 
clearing house are for the use and purpose of only its members 
against one another and none of them provides anything that 
would recognise the responsibility of the clearing house to non- 

12 A lotion Juitnu I him is ult<n uunpaitil Midi .1 bank ikaiin^ In him Hut tin u i> 
a tund.uiKiUdl hflcunu between tin Luo wInch nnv In noted and appreciated 
hen. In tin 1 riu use, what is unulud is tin ownership ul monry, tin* value of 
which h mains sually haul. Ilenu., unh ilu balanu r pj'abli m each munbei 
bank whereas, n thr former ease, its opeution it umiphiatul by the £aet that 
clearings insoli turner ot ownership of lontraets id fluctuating \alucs and upon 
the aLLeptanec hy the clearing home oi Lran&dctium in tuluiu Uil identity ol the 
ouguial buyer or seller u lust. 
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members. The position of a non-member is precarious, since he 
has no protection against loss through the failure of his own agent. 
As the clearing house does not provide for the customers' protec¬ 
tion, the probable remedy foi them is to make the selection of 
a financially sound agent to safeguard their interests. 

An important question may be asked at this point, namely, 
what assurance does the clearing house give that its member will 
always make good on the excess or open contracts which are not 
cancelled on a particular settlement? Such contracts remain open 
until opposite transactions are made or delivery effected. Since 
contracts often remain open for a number of days, weeks and even 
months, it is possible to have wide fluctuations which might offset 
the solvency of an agent. To safeguard against such a contin¬ 
gency, most of (he American clearing houses insist on the provi¬ 
sion of an adequate protection. 11 The purpose is that the assigned 
or pledged property acls as a guarantee for the performance of 
the contracts of the broker. Secondly, an elaborate system of 
margins is used, not only for the bake of protection but also to 
facilitate cancellation of transactions made for the same delivery 
period. There is nothing ol this kind in our country. Conse¬ 
quently, when there are wide fluctuations, the operators have to 
bear the burden. Foi example, at the outbreak of the War in 
September, 1939, piices lumped so suddenly that many big parties 
could not meet liabilities and had to settle accounts mutually. 11 
It therefore, follows that the introduction of a deposit system with 
a view to ensuring payments by mrmbers on account of liabilities 
resulting from wide fluctuations is long overdue and badly needed 
by the trade. Secondly the adoption of the margin syslem should 
also go a long way in improving Lhc situation 

Management: A clearing house is undei the management of 
a committee named “the dealing house committee " In the case 
of ^ombay, it is composed of at least five members. The clearing 
house has its own set of officials and regulations. But the point is 
whether the dealing house committee should be appointed by the 
Board or elected annually by the general body in accordance with 
the rules. In Liverpool, this committee is annually elected by the 
general body while in Rombay it is appointed by the Board. In 
Liverpool, the genrral body enjoys the real powers while in Bombay 
the Board is solely responsible for its management and the general 
body is made subordinate to the Board. In the latter case, the 
Board has some scope for mischief in connection with the work 
of the clearing house. Personal influence might play its part and 

l.{ R< ( to Rules .iiul Hu-laws ol tin Nnv \nrk and New Oil urn Cotton 1 vbangn. 

I-I ‘‘the. uuikit huMd a ugh nt idut at night wIilh it learnt that the. &ctdttnen( liai* 
passed oil nnooihl}. I lie total amount pawl hv bears on juouni ol the. settlement 
u estimated to be in tlu neighbourhood nf R*. HU OO.OQO out ut whuh Rs. 20,00,000 
a bdieml to havt bun paid b) one. party alone, while tluu. pailics settled then 
mditon. 1 ' lhc. Turn* of India: 16th September 1939. 
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tend to be far from fair and just. In Liverpool, this committee is 
entrusted with the powers to make regulations for the carrying out 
nt the purposes for which the clearing house is maintained. In 
Bombay this power of making regulations rests with the Board and 
the committee is responsible for the management of and the deci¬ 
sions (subject to the right of appeal to the Board) of disputes 
arising out of its working. Thus, in the former case, the committee 
has vast powers while in the latter, it has none. In view of this, 
it seems desirable that the committee in Bombay should be annual¬ 
ly elected by the general body and not by the Board. The 
members will then like to be honest and just without being afraid 
of the Board or seeking any favour from the Directors. 

4. FUNCTIONS OF A CLEARING HOUSE. 

A modern clearing house performs the following principal 
functions: (1) To assume the liability or rights as against each 
member on all open contracts by sustituting the clearing house as 
the Beller of all bought contracts and the buyei of all sold con¬ 
tracts. (2) To clear money values of differences. (3) To clear 
the contracts. (4) To keep a record of all the registered contracts. 
(5) To fix settlement prices. (6) To fix, in the case of periodical 
settlements, settlement dates, etc. (7) To supervise and direct 
the making of deliveries. (0) To guarantee, in a measure, against 
loss. (9) To see thaL each member maintains the proper margin 
deposits and (10) to pay the Government taxes on futures tran¬ 
sactions. In Amcrira, the last two functions are a matter of 
administrative convenience. In India, the dues to the association 
from the members are received and any claims or liabilities of 
members In each other in resprrt of cotton business are also adjust¬ 
ed by the clearing house. In Liverpool, the clearing house performs 
all work connected with the cottnn transactions. The remaining 
functions from 1 to 7 may conveniently be divided inLo two groups: 
(a) To clear monetary differences on closed transactions and (b) 
to clear actual coUon tendered, passing through several parties. 

(a) Settlement Terms: So fdi as the settlement terms are 
concerned, they refer to what are generally called settlement 
prices' and 'settlement days'. This appears to be the most impor¬ 
tant of all the functions of a clearing house. Under the system 
of settlement terms all that is at Btake between the parties to a 
contract is the difference which the prices of futures may show 
in the settlement period; whereas, under the system of settlement 
only by delivery, the whole difference in price arising between the 
price of futures and its ringing out is at slake. Settlement terms 
then are periodic teBts of the solvency of the operators, who-deal 
in futures contracts They afford a guarantee that bankruptcy shall 
be discovered before deficits have become dangerously large. For 
instance, the figures of Bombay business are estimated approxi- 
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mately at Rs, 2 crorca, 1 ’’ This figure gives an idea of the dimensions 
of trade in Bombay and the importance of the settlement terms. 

The next point is the question of period for which settlement 
should be deferred. It is effected daily, weekly and even fort¬ 
nightly. On the American cotton exchanges, daily settlements are 
effected. In Liverpool, at first, they provided for fortnightly settle¬ 
ment but afterwards resorted to weekly which is now customary 
between members. In India, Bombay and Karachi used to have 
fortnightly settlements. Under weekly or fortnightly settlement* 
all outstanding contracts are reduced to weekly or fortnightly 
settlement prices and the diffeiences are paid or received every 
week or foitnight. The settlement prices are struck by the com¬ 
mittees at 1 p.m. of each settlement day in Bombay. 1 ' 1 Tbe deci¬ 
sions of the committee or Board fixing the settlement prices are 
not open to question. Only the net long or short contracts for 
delivery in each are carried forward at the settlement prices. All 
othcT contracts are deemed to he closed and must be rung out. 
Under the settlement terms each settlement on hehalf of an indi¬ 
vidual member cannot affect those contracts in which delivery is 
contemplated by either party and it is in this connection that the 
clearing house performs one of its most important functions. The 
object of this daily, weekly or fortnightly settlement is obviously 
to limit the risk of both buyer and seller to the limits of a day, 
week or two weeks’ fluctuations. Whatever is paid or received 
now by way of daily, weekly or fortnightly settlement is to be 
adjusted at the end of the life of a contract. Thus, the genera 
principle underlying the system of Hearing is one of partial payment 
pending final delivery and final settling up. 

Weekly Settlement in Bombay: A sense of general foai pre¬ 
vailed in the liade throughout the cotton yeai 1939-40 that the 
foitnighlly settlement clearings would nol go through smoothly 
during the critical period of rapid and wide fluctuations. To give 
only one example, ihe fortnightly settlement Hearing of January 
29, 1940 involved an amount of Rs 1,97.40,157 This of course 
Was cleared without any disturbance establishing thereby an all- 
liiue record .since 19 18. 17 Rut it strained the mind of Lraders to 
a great extent. Hence, the members of the E I C A. requested the 
Board to shorten the length of time of the settlement. The Board 
m their turn resolved with a view to afford better security to the 
tiadc to introduce a system of weekly settlement since September 

J*5 1 1 Ik jiiuu lit il< uni mi sOth \h\uii1k 1 ( J21 mmuntxl in ,i unit and ciirhty tight 

liklis i>1 i u|k ( (In luglu sl mi muni ill Iminbji I'jin|ibliL issue il Ij\ lh' 

I 1 (* \ Mi’ih J'>*8 

Ifi li aiul Ku il.Ii! llic\ i ui m iniiual liImhIli ,ho\Miiu tin ilajs of stub- 

.ml ullui mti'njiv poiUculais 

J7 Ji is iniin.suug lu iu»u luri in |u sin; that an all tinu luuid ui J’Jclivuy Onlii" 

on am mil r|j) wjs ii uii d mi M.m 7, 19*11, whin 1255 Dtlivtiy 

Oidcrs wlil ituul agojnst ilu Diuuli Ouim j iikI lUn^il htdgi' umtJAvb as 
*gam*l () 21 Lklivuy uitluft luuid on St.pt. 1, 1922. 
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1940 in place of the then existing system of fortnightly settlement. 
The clearing of differences at intervals of every week was a press¬ 
ing need in the interest of the trade. The ideal to be aimed at 
however is the system of ‘daily settlement,' since one cannot expect 
to trade safely in 'futures* and accumulate differences over a 
longer period of time than 24 hours. 

With Tegard to the period of settlement, it is argued that the 
daily settlement system is not at all adapted to the needs of the 
Bombay and Karachi markets with their (i) system of brokers and 
jobbers and (ii) members' habit of doing business generally on 
credit and not on cash terms. Moreover, their respective associa¬ 
tions have got rules providing for abnormal situations or strange 
circumstances. They, therefore, do not favour daily settlement. 
On the other hand, it is pointed out that the American system of 
daily settlement as contrasted with the postponement of setdement 
for a week under the Karachi or Bombay systems, serves as a pre¬ 
cautionary restriction upon members against incurring excessive 
liability. Balancing these arguments against each other, we find 
that the daily settlement system is highly desirable in view of the 
risk and amount involved in trading upon the futures markets. 

Some of the members of the E f.C.A. are of the opinion that 
there is a big difference between the circumstances current in New 
York and those in Bombay. 1 ' It may however be stated that there 
can hardly be any sort of difference in the circumstances between 
these two markets in face of the fact that the risk and amounts 
involved in trading upoq a futures market which may be either 
Bombay or New York or any such big and important market are 
of the same magnitude. Hence, we me led to conclude Lhat the 
«ooner our market shortens the period of settlement the better for 
the trade in general. 

(b) Setdement by deliveries: With regard to deliveries of 
cotton, etc., there are various ways of doing this on an organised 
market. It may be recalled lhat most of the futures contracts are 
settled without actual delivery of spot cotton. It is very easy to 
transfer obligations on futures by offset, so that delivery will most 
probably be made to a different buyei from the one upon whose 
order a contract was originally executed. It is in connection with 
deliveries that the clearing house prrfoims its other important 
function. It brings together the first seller and the last buyer by 
eliminating the intermediaries connected with one another by a 
number of contracts. 

Transferable Notice: One of the delivery methods of settling 
a contract and clearing the accounts is known as 'settlement by 
passing of transferable notices.' The transferable notice is a form 
issued by a member who wishes to make delivery of cotton there- 


18 Person.*] interviews. 
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on. When a clearing house receives it, it ascertains from its books 
the names *of the parties who have bought that particular position 
of a futures contract and pusses the same among them. A member 
who does not intend to take delivery of cotton will, as soon as 
the notice is received, sell the contract and immediately deliver it 
to the buyer. The purpose of this notice is two-fold: (a) To serve 
notice upon the buyer that the seller is ready to make ddivery 
upon his contract and (b) to use it in place of Railway or Ware¬ 
house receipts in the settlement of outstanding contracts. It may 
clear a score of outstanding transactions and is ultimately placed in 
the hands of a buyer who has not sold. A member who is long or 
has bought a contract may settle it without receiving cotton even 
after the' receipt of the notice of delivery. In order to make more 
effective the transferability of obligations under futures contracts, 
the notice of delivery is also made transferable. In this way passing 
of a delivery notice forms a basis of contrart settlement similar to 
that involved in the ring settlement 01 the process of clearing. 

Delivery: In spite of the existence of all these methods, if a 
man wants to deliver or receive cotton against a futures contract, 
he has every right to do so. This, when effected, i‘b known as the 
’delivery method of settlement'. Under it, a futures contract is 
settled by actually tendering and receiving cotton. Of course, the 
parties making or taking delivery will be the original seller and 
the last huyer. The original purchaser and all other intermediaries 
will be dropped out. When actual delivery takes place, the notice 
in its statement of conditions of settlement does not name the price 
stipulated in the original contract. It names the settlement price 
which is fixed by the clearing bouse committee and final payment 
is made at a price varying by grade and staple in accordance with 
the prevailing system of differences. The settlement price is merely 
used as a convenience pending final adjustments at the end ol 
deliveries. The total amount paid and received for the cotton 
delivered equals the amount stipulated in the original contract. 
The seller receives the original contract price, partly in the form 
of final price at which cotton is billed on delivery and partly in 
differences received or paid in clearings. The buyer likewise pays 
un equivalent of his original contract price in the form of the finr 1 
settlement price plus or minus previous settlements. In the same 
way, a client making oi taking delivery, pays or leceives the speci¬ 
fied original contract price If his transactions went against him 
he has paid losses largely prior to the date of delivery. When 
payment is received by the seller and the cotton delivered to the 
buyer, the contract is said to be closed. Rules regarding delivery 
must be observed otherwise, the party will be liable to penalty. 

Position of a Non-Member: Since contracts can only be held 
between members who are liable to each other for all payments of 
differences due, non-members have no concern whatsoever with 
the clearing house. The position of a member therefore is a dual 
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one, i.e. Ke is a principal to the clearing house and an agent to the 
customers. A non-member buying or selling through a member 
and wishing to get out of the market has only to ask his agent to 
enter into an opposite transaction of an equal amount of the same 
contract. When this is done, the agent renders the customer a 
statement showing the number of contracts bought and sold, the 
prices, the commission and the resultant gain or loss. The client 
deals only with his agent and his position therefore is determined 
entirely by himself. The member, on the other hand, deals with 
many other members and probably for several clients, some of 
whom may be long and some short of the market. The agent is 
liable to his clients to the extent of making sure that each member 
carries ouL his obligations. He is also personally responsible for 
making good to a client any loss caused by the failure of other 
clients or members. It is, therefore, of paramount importance that 
a non-member should offset his closed contracts and settle the dif¬ 
ferences as often as he can with the agent. The clearing member 
occasionally inquires of his customer whether he wants to settle the 
contracts or carry them forward. When the maturity date approa¬ 
ches, he requests the client for instructions regarding liquidation 
of holdings of the near month. In the absence of such instructions 
he reserves the right either to liquidate long contracts or to accept 
actual delivery at the account and risk of the client. Opposite is 
the case with regard to short contracts, i.e the client has to give 
definite instructions on the day before the last tiading day. 

5. CLEARING PROCESS 

The actual clearing process followed on the Indian markets parti- 
culaily on the East India CoMon Association and the Karachi 
Cotton Association, both from the point of view of a member and 
a clearing house is described below. 1,1 The day on which members 
submit their balance sheets to the clearing house is known as the 
'Settlement Day', and the rate fixed on the dealing date is known 
as 'Settlement Rate'. First of all. members calculate the difference 
between the contract price and the settlement rate. They then 
exchange 'statements' and compare each other's accounts so that 
no error may be left. This is done not later than 12 noon on the 
day immediately preceding settlement day. Members hand over 
'vouchers' showing the sums claimed to the parties from whom 
money is due on settlement. Such a voucher is an authoritative 
document in the nature of a cheque drawn on the clearing house 
which is presented by the receiver to the clearing house. The 
vouchet received for sums to be claimed accompany the ‘Balance 
Sheet* which is prepared and Bent to the clearing house at the hour 
fixed by the Board on a settlement day. 211 A member whose balance 
sheet shows a debit balance pays into 'S' accounts with the Impe- 

19 Tlie description is based on the H>r-laws iHating to the clearing han't of the 

icspeetivr bodies. 

20 Member handing in iti<r dip houi so fixed is Jnrgcd late fee at the rate of rupee 

one per hour. 
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rial Bank of India, the amount due from him. A member whose 
balance sheet shows a credit balance is paid on the next day the 
sum due to him by the clearing house. In preparing these accounts, 
interest is allowed up to the due date of delivery at the rate of 
4 Yi 1 t per annum calculated on the aggregate sum 81 due on each 
contract. A member who for any reason fails to pay the difference 
when due, is treated as having failed to meet his liabilities. The 
Board on receipt of such a report investigates the circumstances of 
the case and if it finds the failure proved, the member is suspended 
from all rights of membership. Any member who has thus failed 
may be re-instated at the option of the Board if it finds that the 
paity has subsequently made an honourable settlement with his 
creditors. 

The clearing house after receiving all balance sheets and 
vouchers veiifies their acruracy by means of a running number. 
All items (credit and debit) showing the total amount and the 
number of bales are checked. For every mistake reported, the 
party has to pay a fine of Tupee one. The balance sheets are alpha¬ 
betically arranged in two groups showing (I) all debit accounts 
and (2) all credit accounts. Finally, a settlement is made showing 
grand totals for both sides. In the case of default on the part of 
a member the Board fixes the clearing rate to close his outstanding 
contracts and the accounLs are adjusted accordingly. Thus, the 
parties are made to suffer the least. 

Actual delivery takes place during the delivery month. The 4 
delivery days are known as Tender days*. On these days, mem¬ 
bers have to send a complete list of their outstanding contracts to 
the clearing house for information. This list is called the Instruc¬ 
tion form*. Contracts entered therein are in unitB of 50 bales. 
This form is in the nature of a balance sheet and shows the 
member's standing business. If the business is square, he has no 
need to receive or tender cotton. Any member desiring to tender 
cotton against a contract has to send particular on an 'official deli¬ 
very order form.’-* 2 The name of the last buyer is ascertained by 
the dealing house and entered in the form. It gives such tender 
a registered number and enters in the delivery order the difference 
in value between the standard basis of the contract and the parti¬ 
cular description of cotton tendered. The delivery order received 
from the first seller is then passed by the clearing house and when 
this has been completed, it hands over to the buyer whose name 
appears to be the last thereon and who is known as a ‘last buyer'. 
The order is stamped with the official stamp and is known as the 

21 In IJiilitiiti laments, pus and annas arr rUminated, h. a sum lo*. ihan H nnnai 
is ignore it wliilt 8 anna* and mute jic treated as n luptc 
P I his fmin specifics (a) '1 he urn tract pi ill nr the scUlumnt piiu, il auv, (b) Thr 
mails anil dcsuipimns d Oil miton to be trnderul, (l) Thr stamUid undci 
wlmli it is to lx MJiuud, (ilj 'llu jaitha nr ihe gndown in which dir cotton is 
King at thr lime, fr) 71 k rlatr d ilu la ration and (f) 7 lie names d the sillrr 
and his intermediate buyer 
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‘Pakka Delivery Order'. A tender fee of annas eight is charged 
for every tender passed on in this manner. The last buyer makes 
necessary arrangements with regard to sampling, arbitration and 
weighing. He is uftally not permitted to re-tender the delivery 
order received. For the purposes of adjusting accounts between 
intermediate parties the standard weight of a bale is taken as 3 Vi 
cwts. net or 392 lbs. If the last buyer is posted as the defaulter, 
his immediate seller becomes the last buyer with all obligations. 
No withdrawal of any tender under a futures contract is allowed. 
If a seller fails to tender, the buyer ‘invoices the contract back' 2 * 1 
at the spot rate of cotton contracted for plus a minimum penalty 
of Rs. 25 per candy of 784 lbs. or actually buys. 

6. ADVANTAGES AND OBJECTIONS 

Advantages of a Clearing House: The development of clearing 
houses on different exchanges has greatly simplified the work of 
handling contracts and added to the safety of futures. Undoubt¬ 
edly. a clearing organisation facilitates settlement of monetary 
differences and clears the contracts by ultimately passing over the 
actual delivery to the last buyer. In addition to this, it effects 
economies in volume and amounts of cheques and drafts. A 
member has to pay only the net balance of money instead of first 
paying in full his debit and subsequently receiving credits. A 
modern complete system of a clearing house is far in advance of 
those mutual and voluntary clearances. It saves and limits risks. 
It acts as a bank and serves as a safeguard to the trade. It rapidly 
biings different parties together and at once detects a weak one. 
It clears all business passed between members in a short time at 
less expense by assuming the position of a seller to a buyer and 
vice versa. A member has not to go in search of the other party. 
Business is carried on most expeditiously, economically and safely 
through the agency of the clearing house. It affords all facilities 
for off-setting and seLtling immediate differences on closed con¬ 
tracts and safeguards the inteiests of members against each other. 
It is designed for the convenient, quick and economic handling 
of transactions. In short, without such a system, futures trading 
cannot be maintained beyond a small fraction of its present 
proportions. 

Objections Against a Clearing House: At times, complaints are 
received against the system. It is said that the clearing house is 
entirely responsible for the various troubles that now-a-days crop 
up on the futures markets. :l Speculation has increased to a consi¬ 
derable extent since its inception, and weak traders can easily 
operate on limited capital. It does not offer any protection to the 

23 The explosion ‘inunu luck. 1 jnuiis tiui wlun a limiti is iaby the buyc, he 
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ik livery orrlei. 

71 IVumul mimicws, 




82 


FUTURES TRADING AND MARKFTS IN OOT'ION 


customer. Further, it does not extend credit to any member, while 
under the old systems, mutual financial arrangements could be 
made. In those days the parties knew each other and could Becure 
credit from friends and those having confidence in the financial 
strength of the debtor. The old methods were simple and not 
intricate as those of the present day. 

Conclusion; In conclusion, it can he 1 said that the advantages 
gained in efficiency and fairness far outweigh the objections raised. 
It may be admitted that the old systems gave credit, but it cannot 
be ignored that the present one effects a considerable saving in 
banking accommodation and in the use of credit. No doubt, the 
system offers facilities for speculation as distinct from dealing in 
actual cotton, but it has to be borne in mind that it checks wild 
gambling by weak dealers 1 ’' 1 ' 1 who weie dangerous to the cotton 
market before the present system of rlearing house was introduced 
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CHAPTER VII 

HEDGING: PRINCIPLES AND PRACTICE 

ONE of the chief functions of a futures market is to provide 
facilities to shift risks incidental to our roundabout methods of 
production and distribution. Cotton dealers buy during one season 
of the year and sell during the other. During this interval of time 
large changes in the level of prices frequently take place. It is 
with a view to avoiding the risk involved in these changes that 9 
futures market is mostly availed of. The degree of protection, 
however, depends on the amount and proportion of losses that 
may be offset by the use of futures as a hedge. We propose to 
deal in the first place with the principles and practice of hedging 
m this chapter and then to examine some of the special problems 
of hedging in India in the following two chapters. 

I. THEORY OF HEDGING 

A trader buys in the producer's market and sells in the con¬ 
sumer's. His object is to secure the profit arising from differences 
prevailing between two market prices. This difference, under 
normal circumstances remains constant and constitutes a Teward 
for the services of middlemen. 

Definition: Hedging is a method employed.by various interests 
dealing in an actual commodity such as, growers, dealers, mer¬ 
chants, importers, exporters, factory-owners and spinners, to pro¬ 
tect themselves against losses which might result from price 
fluctuations. For instance, suppose a growci in India who hopes 
In get in March or April 50 bales of actual cotton from his field, 
sales 50 bales on the Bombay futures market. This transaction is 
a sort of rovering one which is rommonly known in the cotton 
trade as ‘hedging* againsL his anticipated produce. Similarly, when 
a mill has got unsold yam ot doth, and it sells equal quantity in 
a futuirs market to avoid risk of price fluctuations it will be called 
a hedging operation. Thus the term 'hedging' denotes activity in 
a futures market by the dealers in spot market to protect themsel¬ 
ves against price changes The word 'hedging* may then be defined 
as a purchase or sale for future delivery intended to offset and 
thereby prole< t a transaction in spot, r.g suppose an Indian shipper 
who has bought cotton in mofussil in March, sells Alay futures 
contract to approximately the same amount, and if the price falls 
in the month of April he will lose from this decline on his spot 
transaction, but his loss will be offset to a major extent by his sales 
of the futures contrart which has aUo now gone down. A hedge 
transaction is therefore a simultaneous purchase and sale in two 
markets—-spot and futures—which are expected to behave in such 
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a way that any loss realised in one may be offset by an equivalent 
gain in the other. 1 

The principle of hedging is based on the idea that there is an 
existing risk due to unexpected price movements ultimately result* 
ing in a loss on a spot deal. Such risk is offset or hedged by setting 
up anothei transaction in a futures market in the opposite direction. 
This subsequent operation is nothing but a counterpart of the first 
already made in a spot market and the risk that exists in the actual 
handling of the commodity is thus covered or hedged. For instance, 
when our merchants buy 100 bales of ready cotton either in an 
upcountry or a spot market they sell an equal amount on the 
Bombay futures market,- and when they dispose of the 100 hales 
as a spot sale they buy back the same amount of futures. Simi¬ 
larly, a spinner may purchase futures concurrently with the sale of 
goods or he may in the same manner sell futures with the purchase 
of cotton. A dealer thus makes two equal and opposite transactions 
in two different markets, using a spot market for merchandising 
purposes and a futures one for hedging. 

Assumption of a Normal Spread: Hedging is done on the 
assumption that prices of spot and futures contracts will move up 
and down together. There is some relationship between the prices 
of spot and futures contracts resulting from the individual situations 
in the two markets and it is known as a 'Normal Spread' between 
spot and futures prices. Eveiy hedger either in India or abroad 
has to take this normal spread into account and base his operations 
accordingly. It is also assumed that as the transactions are in the 
opposite sides of the market, the decline or advance of one will 
be compensated by a corresponding fluctuation in the other. Hedg¬ 
ing thus assumes the existence of a nearly parallel movement in 
spot and futures prices If such behaviour follows, a perfect hedge 
has been effected But such is not the case The degree to whirh 
this safeguard applies is limited In fact, there always occurs some 
difference in their movements. 

In so far as the major price movement is concerned this assump¬ 
tion may however he taken as substantially accurate because spot 
and futures prices are governed by the same broad factors of sup¬ 
ply and demand. Inteidependent as these prices arc, under normal 
conditions, they tend to move together A rise in prices of spot 
cotton in relation to those of futures by an amount equal to the 

1 tl a ikilling nu\ In (lihiuil ilu practice nl nukiiie, inn eonu.uis at abuiii 

flu Mini in iu nl .in i>pp4i*itt. turn spoiuluig lutuic, ilu unt in ihi actual trade 

anil tin avihir u: ilu sp'iulatiu iiiaikct’* S V llublimr I hr tooik Maikci' l'Ml 

p02. 

2 Him an tuu t>jn of litdgiiijr tiansauions UJ lurijnng salt mil (h) hedging pui 

(have. Whin cittun is bought in upcountij au iqunjhnt salt of liiluus is madi 
thi tianMctum tailed a hedging salt Similar!), whin spot cotton or cotton 
good* is bold hi advance and an equivalent purchase uL futures is made; the 
liansactiun i> tailed a hedging put chase. 
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cost of carrying spot cotton is normally expected. The question is 
whether the normal relationship or normal spread between the two 
prices is maintained throughout till the hedging operation is 
accomplished. Changes in the relative supply and demand situs* 
lions in the two mavkets bring about irregular variations in their 
normal spread. Perfect protection is only provided when the prices 
of different qualities of cotton move parallel to the price of the basic 
grade adopted for futures contract. If they do not. the hedger 
is still subject, in a minor degree, to the risks of price movements. 
For instance, if a spinner in India wishes to guarantee himself the 
supply of the Punjab'American cotton for future delivery, he will 
buy the futures contract as a hedge, but if the price of the Punjab/ 
American cotton rises to a greater degree than that of the futures, 
his loss will then consist of the extent to which the prices of the 
Iwo types of cotton have got out of 'normal spread' oi line. The 
fact that this normal relationship may not prevail adds an element 
of risk to hedging operations. If the spot and futures markets 
were always moving together or if the price relationship between 
the different grades of cotton remained constant hedging would 
he an operation giving highly desirable results The hedge under 
the prevalence of normal spread, of course, tends to eliminate 
speculative losses arising from variations in major movements 01 
genera] level of rotton prices, and leave commercial returns more 
or less untouched It is certain that on an average, during a single 
season this relationship remains sufficiently constant to make hedg¬ 
ing of great value, for, the spot and future prir^s do move together 
with considerable regularity. 1 Rut when the normal spread is 
disturbed the protection offered by hedging becomes imperfect. 
Not only the normal relationship between spot and futures prices 


1 Ijllll' 

showing iiimulilv a\r 

i i„i u1 pm i 

*> 111 1 If rim C 

mi i u ml 

S|X»t KlU 

l^M'i 

(lii R*. jki sands of lfH lbs.) 








B1 Nt?M 

nROAni 

DOMRA 

MOM 11 

lllllrf C ltd! 

tin. far i 

'spol lit 

1 (i 

J U ligul 

li Uliri* ( mil 
\unl 'Mm 

Spnt It la 
r <i 

Dion i li 

IlirVrt mil 
Otr Jan 

Kin.t JIK 

S me 
Omni a 

10 Ml 

1930 


19S0 


1 9 J«J 


Srj»i 

1 r 


hi 

M2 

ir 


Oct 

i r 


I'll 


Mb 


Nos 

l»'l 

122 

hS 


Ml 

Ml* 

l>u 

r\ 

12* 

1 - 


i in 

MO 

iojy 







Ian 

ri 

10 

h/ 


iih 

Mi 

lib 


lls 

IM 

111 


IP 

Mn 


ll l » 

nt 

ps 


IP 


1 -440 


1 94U 


1 r J4Ci 


\pnl 

111 

III 

r>i> 

1 M 

M» 

M 

Ma- 

11M 

pi 

ill 

IftS 

111 

too 

Turn 

1 JO 

12ft 

i>‘> 

171* 

115 

IM) 

Tilly 

117 

Pi 

is* 

\bs 

IP 

IM 

August 

121) 

125 

155 

161) 

IK) 

151 


Cnnijiili rJ fjrnlii I hi ( iitluU Alinu.il 



68 


iUlUKLb I HADING AND MARKETS IN COTTON 


alters, but the price relationship between grades of cotton also 
undergoes a vast change between the time when the hedge is pieced 
and the time when it is lifted up. The reasons explaining the 
occurrence of a disturbance in the normal spread will be set forth 
in the following section. It is sufficient to note at present that if 
any definite spread or price relationship between the markets 
appears with great frequency and permanence, the hedger is rela¬ 
tively safe in assuming that the two prices will fluctuate in unison 
and may operate with confidence. 

Benefits: Hedging is practised for two main advantages: (I) 
to secure an insurance against price hazards and (2) to facilitate 
the financing of market operations. It goes without saying that 
if protection against an adverse movement of prices is to be secured, 
it cannot be obtained without giving up the profit likely to result 
from a favourable movement. In other words, the hedger foregoes 
the chance of gain through prire fluctuations in his favour in order 
to insure himself against loss when such movements go against 
him. The possibility of having to forego speculative profit in this 
way is to be regarded as a premium on an insurance secured 
through a hedge which guarantees the hedger against speculative 
loss. The difference between a trader who follows the policy of 
hedging and the one who does not, is that Lhe former gets a com¬ 
paratively smaller but more certain profit while thr. latter's profit 
though larger is more uncertain. Again, the amount of credit which 
a trader can secure with a hedged commodity is relatively greater. 
When cotton is not hedged, the percentage of iLs value advanced 
by the bank of England is usually lower. 1 The practice of banks 
and financiers in accepting cotton as collateral for loans varies in 
India. In private banking circles the percentages depend upon 
market conditions, bul the proportions of 90-95'I and 70-75 f ,i 
arc fairly representative. 1 A striking example of the value of 
hedging is furnished by the Federal Farm Board in granting loans 
to co-operative cotton marketing associations. These loans amount 
to 99'r of the value of hedged cotton and not more than 75^ 
for unhedged cotton." The combination of both these advantages 
results in the possibility of doing business on a much smaller margin 
of profit to the trader. Because of hedging, hedgers are able t , 
put in a larger business with the same amount of capital. Thi* 
means smaller cost per unit of a commodity handled. Through the 
force of competition the margin between the purchase and sale 
prices has been reduced in proportion to the lower handling 
charges. Hedging thus lends to make it possible to give the benefit 
of eitheT lower prices to consumers or higher prices to producers 

<1 ‘‘Ijuipnnl lunhs lint licth with u margin nf only 5'r .ig.iinsi Indited loiii nudities, 
bul will i ,i much wider nidi gin jgainst unhedged ones. Thus for unhedged uHtun 
tilt \ might n quire it margin of 3U r /r Proceeding* of the Washington Congress, 
I‘Ml* Inti i national Chamber of Conmurcr. 

5 Personal investigation. 

0 Report of the Special cumtuittLc of the Chamber of Column cl, U.S.A., 1930, p.24. 
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and at times, to both of them. It may therefore be said that hedg¬ 
ing is of great benefit to the trade. 

Dependence of Hedging of Speculation: On a futures market, 
every hedging operation involves two parties: (i) the dealer in 
spot cotton, i.e. the hedger himself and (ii) the dealer in futures, 
i.e. the opposite party. This second party is generally a speculator. 
It is the speculator, ready to buy or sell at any moment, who 
furnishes hedgers with the required party and assumes the risk. He 
may continue to carry a contract on either side as required by the 
trade. He, in his turn, sells to or buys from someone else and 
makes his profit or loss. This third party then carries forward 
ihe weight of the hedge. Thus, any particular position created by 
a hedger may be passed from party to party a score of timea before 
its ultimate closing. 

Hedging demands the existence of a constant market which is 
provided by the speculator. Jf there were no speculators, hedging 
interests would have been obliged to shoulder the risk them¬ 
selves. Speculators sell as well as buy taking thereby a 'short' 
or selling and 'long* ot buying positions in the market. This is 
essential particularly for hedgers whose operations require at one 
lime a buyer and at the other a seller. Moreover, a hedging pur¬ 
chase seldom equals a hedging sale when a hedger wants to operate 
and vice versa. In the absence of speculators the position of 
hedgers would be that if in a given season there was an excess 
supply of hedging contracts from dealers over the number required B 
as hedging purchases by spinners, the price would be forced so 
low that manufacturers would be induced to contract in advance 
(or their supplies of raw material. The load of the market will 
thus be taken by the spinners. Similarly, in the case of an excess 
demand for hedgers from industries and a consequent high price, 
prospective sellers might be induced to sell theiT contracts in 
advance. Such a development would mean that dealers and manu¬ 
facturers bear the burden of the inevitable risk arising from then 
ordinary marketing transactions. Further, a futures market com¬ 
posed purely of hedgers will in all probability encounter consider¬ 
able difficulty in timing the transaction and finding the required 
opposite party In fact, the need of dealers, in actual cotton, who 
like to buy or sell hedges does neither coincide in time nor neces¬ 
sarily in volume. As a practical issue, there can therefore be no 
hedging without speculation. The rxistence of a hedging market 
thus presupposes the existence of a speculative market. 

2. CONSIDERATION OF BASIS 

In the preceding section we have noticed that the theory of 
hedging rests on the assumption of a normal spread* between spot 
and futures prices. This very assumption is the real source of its 
shortcomings. The fact is that the question of maintaining a normal 
price relationship or normal spread between the spot and futures 
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prices presents a baffling problem to hedgers, since, it resolves it¬ 
self into a consideration of 'basis* which is a variable factor. 

Meaning of the term 'Basis’ : The word 'basis* is a general expres¬ 
sion applied in business usages to a number of closely related 
situations. Ordinarily, it is used in three different meanings: (I) 
the widening or narrowing of differences expressed technically as 
points 'on* and 'off* on one or more of the qualities determining 
class of cotton, (2) to designate the settlement grade in a futures 
contract from which 'ons' and ‘offs' are reckoned and (3) to 
designate the relative values of spot and futures cotton. It may 
further be used as the 'buying basis' and 'selling basis'. The 
former refers to the amount bid or paid per unit over and undet 
some specified terms, while the latter refers to the amount over 
or under ihe futures at which a sale of spot cotton is made or 
offered. The trade at times also speaks of an 'advancing basis' 
or a 'declining basis' For instance, when the price of May con¬ 
tract on a given day in the Bombay market goes to. Bay, Rs. 470 / - 
from Rs. 476 - but the price of Fine Machine-ginned Jarilla goes 
down to, say, Rs. 478 - from Rs. 480 - the basis on that day will 
be Rs. 6 This will be called the 'advancing basis' in comparison 
with the previous basis of Rs. 4 The reverse will be true in tbr 
case of ihe 'declining basis', e.g. on a given day the price of May 
futures contrart may go up to Rs 480 - when the price of the 
Jarilla cotton in the spot market may have advanrrd to Rs. 482 - 
The basis in this case will be Rs 2 - only and the trade will say 
that the basis is declining. Hence, 'basis' may be defined here: 

"The word (basis) is usually used to designate the relation¬ 
ship between the price of spot cotton and of contracts for 
future delivery or the points nn or off spot cotton compared 
with the price of futures contracts."' 

Expressed alternatively, the term 'basis’ means the difference 1 oi 
price relationship hetween the price of a futures contract and the 
spot price of the basic grade used in lhat futures contract. For 
instance, if the price of ihe May futures r nntract in the Bombay 
Markrt on a given day is quoted at Rs 476 and the price of 
Jarilla cotton (which is a basic gTadc foi the futures contract) in 
the spot market is Rs. 480 -, the ’basis’ will be Rb. 4 -. This will 
lie expteased in the tradr language as *4 on’ and in the case of a 
spot quotation of Rs. 472 - foi the same grade as *4 off* the futures 
contract. 

Elements of Basis: A met chant oi spinner who uses a futures 
market as a hedging medium never thinks in terms of price but 
always in that of ‘basis'. s Basis is a more important matter to a 
hedger than is the trend of prices. In facl, the latter is entirely 

7 A II Cijx: Miiikitinji \ruuican ('niton in luifdand 1928, p.57. 

8 I ratting in ihi ltombay and Karachi ij'u* uijikil* iluiu in it mu uf the basis rather 

than in tha* of absolute pliers. 
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immaterial if the normal spread or 'basis' remains the same when 
the hedge is closed as when it was placed. It is the risk involved 
m basis that renders a hedge far from affording a complete means 
of insurance. There are various elements which go to make up 
thr basis. These elements are: (i) premium, (ii) cost of delivery, 
(iii) business profit, (iv) manufacturing conditions, (v) crop 
conditions and (vi) market conditions. The first three may be 
said to form one group since they remain more or less constant and 
the other three to form another group sinqe they, from their very 
nature, are changing. 

Thus, in the consideration of the problem of basis, all these 
elements must be taken into account both individually and collec¬ 
tively. 

Causes of Variations in Basis: It is generally known in the trade 
that, at times, spot cotton is worth more than futures: sometimes 
ii is even and at other times, it is lower than futures. This diffe¬ 
rence between the prices of spot and futuies may be made up of 
a number of factors. These factors may conveniently be divided 
into four groups, viz., (a) Interrelation of spot and futures prices, 
(b) Differences in place and date of delivery, (c) systems of fixing 
differences and (d) other factors. 

(a) Interrelation of spot and futures prices: The principal group 
? of facLors causing variations in the basis arise from the interrelation 
of spot and futures prices. The important influence in causing 
spot, to rise is the storage rosts. Cotton stored into even-running 
lot"; commands a better price than the same amount of bales when 
unassembled The carrying of cotton in storage involves expenses 
tor warehousing, interest, insurance, deterioration and so forth. 
Most of these charges vary more ov less directly with the length 
of the storage period. Hence, the premium in spot over futures 
should vaiy directly with the remoteness of the position of a futures 
rontrart traded in This tendency refers to both thr prices for the 
same crop. Similarly, the spot price normally rises relative to that 
of futures as the crop year advances. The premium of any given 
futures should vary directly within the same crop year with the 
difference in time between each spot trading month and the given 
position of a futures contract. The largest premium should appear 
for the remotest position and the smallest in the month of matu¬ 
rity, because, the carrying charges in the former are the greatest 
and in the latter the smallest. Discounts of futures under spots 
are to be commonly expected when a futures is for a new crop 
and a spot for an old one. Further, short crops tend to advance 
spot prices more rapidly than the futures. This advance is likely 
to affect the price of the near position of futures in comparison 
•with that of the more distant ones. Large crops, on die other hand 
would depress spot prices in the early part of the marketing season. 
As a result, the price of the near positions of futures would go 
down as compared with that of the distant ones. 
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(b) Differences in place and dale of delivery, etc.: Fluctua¬ 
tions in the basis are also largely accounted for by differences in 
place and date of delivery, in terms and conditions of sale as well 
as in the quality and classification of cotton. Prices of the same 
quality in various markets differ considerably and these differences 
are reflected in the basis. Prices of futures contracts in different 
markets for delivery during the same period may differ widely and 
result in a substantial difference in the basis* In the same way, 
differences in terms and conditions of sales affect the basis. One 
of the most important fartors affecting ihe basis is the difference 
between the immediate and prospective demand and supply situa¬ 
tion for cotton. LaTge supplies of spot cotton immediately available 
in a market may depress prices of spot in relation to those of 
futures, particularly for the more distant positions of a futures con¬ 
tract and vice versa Price pegging or other forms of an organized 
control may result in a relative shortage of supplies of spot cotton 
immediately available in a market, so that pi ices of spot cotton 
may be high in relation to those of futures, paTticulaily for the more 
distant positions, even when the total physical quantity of cotton 
in existence is relatively large. Prices of spot cotton may vary 
appreciably with the grade and staple length designations and these 
variations in prires arc leflected in the basis. Spot prices foT higher 
grades and long staples may be substantially highci than prices of 
futures contracts whereas at the santir time and in the same market 
prices of lower grades and shorter staples may br materially loweT 
than those of futures. These differences on the basis of grade and : 
staple length vary with changes in the relative supply and demand 
situation for rotton of various qualities in a given market. 

(c) Systems of fixing differences: Anothn important group 
of fartors causing wide variations in Basis is the system of fixing 
differences between the basic grade of the futures contract and the 
range of other deliverable giades. The futures contract provides 
that any of a number of grades may be delivered at the option of 
the seller in fulfilment of a contract. These grades have a commer¬ 
cial value. Their relative prices in a spot market plus or minus the 
premium or discount for any given date determine which grade will 
be most profitable for the seller to deliver. At any given time, 
there is usually a particular grade which sellers may deliver to bettei 
advantage than others. ’Ihe futures price will reflect that grade 
which at any given time ib most profitable to deliver. This is easily 
seen from ihe buyer's point of view. He i.s aware that the seller 
has a right to choose any grade. He will, therefore, base his bid 
knowing that the seller will choose the cheapest grade. The futures 
price will reflect this "most likely deliverable" grade not only 
during the delivery period but for months in advance. This is the 
basic and permanent factor causing variations at all seasons of the 
year between the two markets. The extent of deviation is measured 
by the degree of variation occurring from time to time between the 
most likely deliverable grade and each of the other grades of cotton. 
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Generally speaking there are two systems for fixing differences: 

(I) the periodic or fixed difference system and (ii) the commercial 
difference system. As their names suggest, under the first system 
a schedule of price differentials is used subject to regular periodical 
revision. Under the second, instead of fixing the differentials in 
advance they are established daily and applied currently to deli¬ 
veries. The first system operates on the theory that the established 
differentials should be kept in proximity to those prevailing in the 
•>pot markets and this can be done by an occasional adjustment. 
The plan gives greater emphasis to the possible delivery of grades 
other than the basic grade. One of the main limitations of this 
system lies in efforts made to estimate at the outset of the season 
what the prevailing commercial differentials will be for the whole 
period. Its other important limitation is the human element of bias 
and error in judgment. The second system eliminates any major 
mal adjustment between actual spot differences and those applied 
on futures contracts. This system is also not free from limitations. 
It is 'ubject, as in the preceding case, to personal element. Daily 
differences ‘on’ and ‘ofF might well be arbitralily altered either 
way Moreover, daily adjustments of differentials continually 
i reate uncertainty in the minds of hedgers, regarding the true value 
of their hedges. While this limitation might be thought to be a 
small one because deliveries on futures aie small, it is important 
in the 9ense that continual uncertainty is created whether delivery 
takes place or not. 

A set of differences based essentially on spinning values has there¬ 
fore been proposed by a section of the trade. The advocates of 
this plan believe it possible through scientific spinning tests to 
establish differences once for all and thus to eliminate a most vexed 
problem. The process suggested is that estimates of/waste in each 
giade might be made after testing a large number of hales. These 
figure* may then be reduced to percentages of basic grade. This 
will enable the trade to establish permanent differences for each 
grade. The plan overcomes the common limitation of human 
element. There is no doubt about the fact that the plan has a place 
in establishing commercial ^ values but the peirentage of yarn 
turned out is only one factor in determining differences. Other 
factors vary from mill to mill and from time to time, depending 
on a variety of causes. The laying out of machinery, the placing 
and training of labourers, the establishment of branded goods and 
other influences are the price-making factors independent of the 
yarn outturn. Further difficulty lies in the fact that the volume 
of cotton is not measured by its spinning contents alone, but the 
character of cotton, i.e. colour, strength, cleanliness, etc., is of mate¬ 
rial importance. Under the spinning difference system it is likely 
that longer staples would hardly be delivered and the quality 
would be poor. This would most certainly have a depressive and 
uncertain effect upon the price of the futures, 
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There i« a wide variation in relative prices between the various 
grades. Relative price changes are occasioned mainly by corres¬ 
ponding changes in the demand for and supply of each grade 
produced every year. Any changes in relative prices are certain 
to cause loss to some hedgers. Hence, it is hoped that the difference 
system may be so adjusted as to prevent losses. This cannot, 
however, be the case so long as the cotton futures market permits 
delivery of a number of grades and classes, capable of wide varia¬ 
tions in price in a spot market. 

(d) Other factors: Other factors affecting the basis are: (i) 
the rate of consumption of particular grades and staples, (ii) dif¬ 
ferences between various grades and Btaples in the spot, (iii) 
changes in the volume of futures transactions. 11 (hr) squeezes or 
corners resulting fiom natural or artificial factors, (v) changes in 
exchange rates and in freight rates, (vi) variations in the condition 
and position of deliverable supplies, (vii) markets for spot cotton 
are widely scattered while thoBe in futures are centered at a few 
places. As a result, purely local conditions affect spot prices more 
than futures. 

A buyer of a futures contract has the privilege of converting 
it into actual cotton. If the former fails Lo keep pace with any 
advance in the latter, he can actually tender by selling it. In the 
Sase of a decline in spot prices, a seller of futures haB the oppor¬ 
tunity of acquiring the spot commodity at a favourable price and 
making a delivery upon futures if it fails to decline. It is this 
knowledge of such alternatives that keepB the futures price in line 
with that of the spot. Spot and futures prices are held in line not 
only by such knowledge but also by 'badla' or straddle operations 
between Lhese two markets. For example if May Jarilla advances 
without a corresponding increase in the price of spot, merchants 
will buy the spot and sell a corresponding amount of futures. This 
kind of straddling will bring the two markets back into line. Simi¬ 
larly, spot prices may temporarily be too high relative to the futures. 
Merchants will then be encouraged to sell their spot cotton at 
once; and as sales are made, they will remove their hedges in n 
futures market by buying an equal qifentity of the futures. Thk 
will tend to advance the price of futures and to lessen the demand 
in the spot market. The significance and importance of the spot- 
futures spread thus lie in the fact that the relationship of spot and 
futures prices primarily determines the effectiveness of hedging 

Basis Gain and Loss: Fluctuations in the basis may, however, 
result in substantial gains or losses which are not offset by the 
normal hedging operation. It is a basis gain or loss that is al 1 
important to a hedger. He is protected against any general move 

0 Speculative operations on a large sctolc create price movements nf iutures which mav 

nor h< accompanied by equivalent changes in spot prices. 
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ment in a market. 10 If he can so manage his business that a basis 
gain covers costs of operation and leaves a profit, his business is 
d success irrespective of the market being high, low, advancing or 
declining. But the basis loss constitutes the principal limitation to 
a successful application of hedging. 

Gross basis gain or loss is made up of two parts entirely dif¬ 
ferent in character: (i) the expected basis gain and (ii) the 
unexpected basis gain or loss. Togethei they account for the 'gross 
gain or loss'. These estimates may tuin out to be too small or at 
limes more than sufficient. As a lule, they are comparatively 
small, though occasionally a relative and unexpected change of 
large proportions takes place. To some extent these unexpected 
basis changes are neutralised by counter movements at other times 
thus minimising their importance. Again, changing basis between 
markets make the hedge far from being a simple matter. Big 
concerns greatly enlarge their hedge position through the use of 
'hadla* or straddle. The aim of a hedger in effecting a combina¬ 
tion of 'badla* transactions and hedges is to secure opportunities 
for shifting futures to meet changing trade or technical conditions 
and thereby to enlarge his gross profit. It affords him a greater 
freedom of operating in either spot or futures market as the aqua¬ 
tion warrants. It is needless to point out {hat such opentions 
require ample resources and a thorough insight into the probable 
developments in the basis during every season. Moreover, hedging 
is something more than mere setting up counter futures transactions 
and hoping for the best, since, it does not insure against inefficient 
management, deterioration in commodity, changes in tariffs, handl¬ 
ing and carrying costs and many other factors. 

It may therefore be concluded that while the hedging supplies 
an efficient means of insurance, it does not give complete protec¬ 
tion. The protection furnished by hedging is imperfect because of 
the consideration of the basis. Recognising hedging as an inevitable 
operation in the marketing of cotton nop, the basis risk must thus 
be regarded as an integral pail of hedging and calculations must be 
made accordingly. 

I " 3. SYSTEM OF 'ON CALL' 

Changed conditions in the cotton trade and market have 
brought about a modification in hedging practices for mills. Hand- 
to-mouth buying has characterised the textile industry for many 
years. Another variant is that some mills do not hedge purchases 
of spot cotton at all. They employ 'on call' method of buying 
their requirements. Buying and selling 'on call’ has developed 

'*It mnv lie said, ikiImji*, ili.il tin pun il%k laud In i Ii cluing nu'rch.inc or spinner 
in the fluctuations uJ \ms prices is not more than If) to 15% of the price risk 
faced bv a non-hedging mm bant nr spinner in tin fluctuations of full prices, on 
an averse, for hcririnc provides peihips 85 rn 91) protection against loss by 
price change* on the d< scnptiom most cominniilv hnuehr and «nld '’AH Ggrskte: 
Cotton Goes rn Market, p2R8, 
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largely lince 1920 due to hand-to-mouth policy of retailer* and 
wholeaalera of cotton good*. 

Nature of 'On Call’: An 'on call* transaction is the one wherein 
a seller agrees to deliver certain quantity of cotton and a buyer 
agrees to receive it within a certain period. An option or right 
for the date of 'call' is given to the buyer or seller, as the case may 
be, who Axes the price at so many points W or ‘off* the specified 
position of a futures contract. A call' is an option or a right to 
choose the time to fix the price. Under this system the position, 
quantity and points 'on' or 'off' are fixed at the time of making 
a contract except the price. Such a transaction takes either of 
two forms: (i) a buyer's call contract or (ii) a seller's call con* 
tract. For instance, in India, a large part of export business as 
well as a considerable proportion of buying by mills is done on 
either the buyer's or seller's call. Our mills very largely use a 
buyer's call and the sellers and merchants a seller's call. Under 
the buyer's call, the buyer has the privilege of fixing the price on 
the cotton purchased at any time until the delivery period and the 
reverse is the case under the seller's call. What is common in both 
types is that so many rupees or points ‘on' or ‘off a particular 
position of a futures contract, are fixed at the time of making the 
contract; leaving the,,ultimate price to be fixed later on when the 
party having option of fixing a call thinks it advisable to do so. 
For instance, a particular Indian mill might estimate its needs for 
the next six months on September I st at 1.000 bales of Sind f 
Punjab American varieties of fine average staple cotton, for each 
month. It then inquires from a merchant about his quotations for 
an 'on call', delivery at the mill in Ahmedabad. The merchant 
notes the prevailing basis for this style which may be Rs. 50 - 
'on' May Jarilla. He estimates the cost of delivering cotton at the 
mill in Ahmedabad with an allowance for profit and considers any 
likely changes in the basis, the character of the crop, the ease with 
which business is being placed, the credit, etc. He in turn 
offers to sell the cotton at Rs. 60 - 'on'. Assuming that the 
mill accepts the offer, it will have a right to determine the price 
by calling it at any time during the life of the contiact. The actual 
purchase price will be the price of the May futures on the day the 
call is fixed plus the 'on' difference of Rs. 60 -. If the cotton is 
not called sometimes during the period of the contract it is auto* 
matically called on the last day. 11 Under the seller's call contract 
the seller fixes the price of cotton sold and the other process is the 
same. 

Inter-relation of ‘On Call 9 and Hedging: Under a buyer's call, 

* 

1] IfaiflIU. howt mi, an just minis can lu nude to extend the period though this 

In* iiistlv tti the nulls Simu merchants mseit a daust in call mntiarts requiring 
thr fixing of thi June mil later than the beginning of the deliverv period of the 
fiitmes and all try to penuaik thr spinner not to postpone hit buying too long 
"ITicv in«st on the prices bring fixrd before the expiry of the enntraer 
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if a seller of spot cotton does not wish to speculate for a profit 
through change in the basis, he will buy spot and sell futures hold- 
ing the hedge or futures sales until the buyer fixes the price. After 
the final price is fixed, he buys in the futures and bills the buyer 
according to the terms of purchase. If he does not purchase spot 
cotton till the buyer calls and the basis widens in the meantime 
he incurs a loss in the case of ‘on' basis or makes a profit in the 
case of ‘ofF basis. The reverse is true when the basis has narrowed. 
So far as the merchant in Bombay or Karachi is concerned he 
hedges supplies involved under his call contracts by sales of futures 
from the time the cotton is bought till the date it is called. In 
practice, the purchase of a futures by him on the day the cotton 
is called serves a double purpose of closing the merchant's hedge 
and establishing the basic price for the call contract to which is 
added or subtracted the agreed difference 'on* or 'off 1 the parti¬ 
cular futures contract. 

The call contract as such does not involve hedging operation. 
The primary use of a futures market in such a contract is for price 
determining instead of for hedging. A merchant does not need 
to hedge until he buys 9pot cotton and that would be an occasion 
for a hedge sale equally in any other case Many miHs in India 
seldom employ a futures market for hedging and a buyer's cal] 
contract largely frees them from such a need. When to place a 
htidge sale and how to handle it is a concern of a merchant. The 
only concern of a spinner is a fair fixation of price. A spinner 
usually does not call the price soon after entering upon a buyer's 
call contract. During the time that passes between the making of 
a contract and the pi ice fixation, if the merchant has not yet pur¬ 
chased the required cotton to supply the spinner, the price fixed 
by the latter givea the former an open futures purchase for a hedge. 
If he has already bought the cotton, the price fixed closes the 
hedge sale. Thus the system of ‘on call' and hedging are inter¬ 
related with each other, and 'on call* transactions are in purpose, 
if not in appearance, hedging operations. 

Advantages of the system of 'On Call’: If the crop of any parti¬ 
cular variety is reported as being shoit and the price is compara¬ 
tively higher, a mill will use the buyei's call for deliveries at certain 
dates and make the call when the price is Buch that it will result in 
a profit. The price of the contract on which the call is based is 
taken into account while quoting the prices on orders for yarns or 
cloth to customers, and after the sale is effected the price of raw 
cotton is fixed near that price els far as practicable. Similarly, a 
farmer can leave his crop with the factory owner fixing the on' or 
'off and leaving the final price to be Settled when he thinks it 
profitable. Thus the producer and the consumer both can get the 
'benefit of the system. The special advEuitages of this system to a 
spinner are that (i) it gives him a definite assurance of adequate 
supply of the particular quality of cotton required by him and (ii) 
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it permits him to fix the price of the cotton in line with the sale 
value of the product. A call contract protects the user against a 
loss arising from a change in the basis and allows him to fix the 
price when he thinks it advisable to do so. It enables a mill to 
obtain a stated quantity and quality of cotton without commitment 
as to price. A spinner secures his needs for some time ahead with¬ 
out having to pay up for it before he sells his yarn. As sales of 
goods are made, the mill calls for a portion of the cotton as needed 
or all at some particular time. If the general level of cotton prices 
declines, the mill will probably have to sell at lower figures to meet 
competition. But it will in turn obtain its supplies of raw cotton 
at a lower level by an amount equal to the decline in futures. In 
short, by means of Vail* contracts, a spinner is enabled to have a 
supply of the right kind of cotton when required, without taking 
the risk of price fluctuations, without having to store the cotton 
much ahead and also without having to pay interest on capital. 

Its Dangers: While the system has certain advantages and 
renders genuine service to mills and growers, it is not free from 
drawbacks. From its very nature the first and foremost drawback 
is that a transaction is not really complete until the price is defi¬ 
nitely fixed* It may happen that in a particular position of a futures 
contract there may be a large number of such calls accumulated 
to be fixed. Under such circumstances, prices are likely to go up 
temporarily. This in turn affects the basis which is not beneficial 
to the trade in general. Another disadvantage is that a buyer is 
not going to the market at the time of entering into an 'on call' 
transaction. This has the effect of not allowing the price to find 
its own level, which normally would have been the case had the 
buyer made an outright purchase in the market. Thirdly, it keeps 
the rate of the transaction standing. To call coLton without fixing 
prices is tantamount to taking advantage of price fluctuations in 
future. This, at times, encourages the user to indulge in speculating 
in futures or the probable trend of prices and the danger is that 
it may lead him Lo ‘take a view' of the market. In other words, 
the system induces or facilitates the user to speculate in 'call con¬ 
tracts' which is not Healthy for merchandisers, producers or consu¬ 
mers of actual cotton. This generally happens when a buyer 
anticipates the demand of certain descriptions at a future date. 
Moreover, the action becomes a regular price-making factor in the 
market when the buyer comes to fix up the call. Hence, it is diffi¬ 
cult to say whether, on the whole, the advantages of the 'call* 
system tend to outweigh its probable dangers. 

4. EXTENT OF THE USE OF HEDGING 

Hedging and Merc h a nd i sin g Interests: The use of hedging varies, 
widely between the various interests engaged in the marketing of 
cotton. Among the cotton merchants, dealers, shippers and those 
who share in the handling of raw cotton in India hedging is a 
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general practice. 12 Those who are inclined to take speculative risks 
rather than make use of a futures market do not hedge. Otherwise 
cotton is hedged from the time of its reaching the concentration 
point until represented in sales of manufactured goods. The prac¬ 
tice of hedging is regarded by the merchandisers of spot commodity 
not only as desirable but economically also a sound policy for 
their business venture. 

Hedging and Mills: Mills avail themselves of hedging facilities 
partly by way of (i) directly selling and buying futures respectively 
against their purchase of raw materials and sale of finished products 
and mainly (ii) by employing futures as hedges by an indirect 
method of using ‘on call' system. The practice of buying ‘on call* 
which while not a hedge may serve to keep the position of mills 
even, if properly used. 

Hedging and Farmers: Among the farmers especially in India 
hedging is rarely used. 1 * They do not hedge for obvious reasons. 
Most of them sell piomptly. In many instances, they are indebted 
to middlemen or financiers. They are thus not in a position to hold 
cotton under hedge. Further, a grower’s failure to use a futures 
market even supposing he would like to avoid the risk involved in 
price variations can easily be explained. In most cases, our far¬ 
mers have no knowledge of futures or hedging. Those who have 
are faced wilh other difficulties. The crop of an individual Indian 
farmer is generally 10 to 20 bales and in a few cases. 50 to 100 
bales. Under this situation he cannot employ futures as sales 
against his crop. Moreover, the clearing amount and at times the 
margin money required of the holder of an open futures contract 
make it difficult for a poor and small grower to hedge. In this 
country, a groweT with a laTge crop can ordinarily sell his cotton 
promptly without the agency of a futures contract. In so doing he 
avoids commission expense, inLercst charges and cost of carrying 
spot cotton. Finally, in the majority of cases, the farmers wait 
for better prices due to their natural inclination as sellers. * 

Conclusion: So far as the extent of hedging is concerned, it 
may be said that a cotton futures market in India is used for hedg¬ 
ing as a regular practice by pxpoTters, merchants, and indirectly 
by manufacturers. But the average Indian grower or factory- 
owner makes very little use of hedging. 


J2 PnMjnal investigation. 

13 Pci&onal investigation and also irf. to rcpoit of the Bombay rinvintul Banking 
Inquirj Committee; Vul, I. p.IOL. 
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THE HEDGE CONTRACT SYSTEM FOR INDIAN COTTON 

Introductory: IN the preceding chapter it haB been pointed out 
that there are two kinds of risks against which a hedger needs 
protection. The first arises from fluctuations in the price level of 
cotton and the second from variations in the basis. So far as the 
first risk is concerned, a hedger gets complete protection by entering 
into a futures contract in a futures market to counteract the sale 
or purchase of cotton in a spot market. With regard to the second, 
the position is best summarised in the market maxim that 'basis 
cannot be hedged.' In other words, a hedger has to bear the risks 
involved in basis variations, since, he has no means of avoiding 
them. All he can do is to take into account the elements of basis 
and provide for them before making any commercial commitment. 
Up to now, the trade has not been able to devise any method of 
counteracting the risks involved in basis variations. It has also 
been made clear that even the 'on call' system is dependent on the 
basis and is not free from limitations; in spite of the fact that the 
system is a definite step forward on that of hedging in the cotton 
trade and is advantageous to the user. Apart from the basis risk, 
a hedger in India has to face an additional risk resulting from the 
present system of hedge contracts . 1 We propose therefore to discuss 
the present system of hedge contracts in Bombay and to suggest 
improvements to relieve a hedger in India from the burden of the 
special risk. 

I. CONTROVERSY OVER THE NUMBER OF HEDGE 
CONTRACTS 

Two Schools of Thought: Since the inception of a central orga- 
nisation to control futures trading in Bombay, there have been two 
schools of thought on the system of hedge contracts: (i) Those 
who believe that there should be only one hedge contract for the 
whole of the Indian cotton crop, and (ii) those who believe that 
there should be as many contracts as there are varieties of cotton 
in India. 

The advocates of the system of one hedge contract are the 

1 Hedge con ii acts in India arc nothing shciit of futuns contracts abroad. However, the 
trade indulges in using the wotd ‘hedge 1 contract because the term 'futures' has 
a derogatory meaning in India since it is associated with gambling in Ank-faiak 
and Kutcha Khandi. 
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Government of India, 2 * and the Bombay Millownera* Association.* 
The second scheme is adumbrated mainly by the brokers and 
traders. 4 5 Thus, there are two extreme shades of opinion on the 
question, representing on the one hand, the buyers* point of view, 
and on the other, the standpoint of the sellers. The gulf between 
them is by no means narrow. 

One or several hedge contracts? Those who advocate the 
adoption of one hedge contract for all the varieties of Indian 
cotton maintain in the first place that, in the Bombay market, it 
is not possible for mills to effect a satisfactory hedge against for¬ 
ward contracts in yarn and cloth for which raw cotton has not 
already been secured. Secondly, under the group oft several hedge 
contracts, a shortage of deliverable supplies against any one of 
them would raise prices high enough frustrating thereby its utility 
as a hedge contract/ 1 But if there is only one hedge contract for 
all the groups of Indian cotton, failure of any one of them will 
not affect the price of the hedge contract. It is therefore advanced 
that the basis of the hedge contract must be wide enough to pre¬ 
vent cornering and squeezing or what is known as manipulation* 
by speculators. The third point raised against the system of several 
hedge contracts is that since there is a single hedge contract in all 
other leading markeLs of the world, our market should not lag 
behind in this respect For all these reasons, they claim that the 
ideal to be aimed at should be the system of one hedge contract 
for the whole of India's crop. 

No matter what form of new contiact we may introduce >n our 
market, it is certain that it would never constitute a satisfactory 
hedge because of the inherent shortcoming, as we have seen in the 
preceding chapter of the very principle of a hedge contract in any 
market of the world. On the other hand, it appears that the 
greater the number of hedge contracts, the better for mills, as it 
would enable them to buy a contract closely approximating to 
what they have sold. For example, if a mill has sold yam of 
Wl counts, they could buy the Bengal contract from which this 

2 ' \s it irils lndgi contrut iht Government of IncJn rtcutjni&L that thr ideal to dim 
at is thit tlun bould hi, ns in tin Liverpool uid N w Yolk markets, d single 
huli;? contrut * (>iurnmini of Iniln, Comnuru Department, No 6505, tones* 
pondknci between the Chni Suntan, to tin. Government of Bombay and Sicrttary 
to the. Government of India—Bittii known as Mr Innes' lettu. 25*9-1920. 

i ‘‘The ideal to be dimed it in all vvlII islihhshrd rnukets of the world it that there 
should be one conti ut open lor the vvlinl of the iwe.lvi mnnihs ' Report ol 
tht Millowncis \ssncuiiem, Bombas 1 Ml, p 5 ( > 

A “In thi opinion of my Cmumittee. tin. number of hidtc uinlriets should Ik inucased 
to ttn maximum and thi prow ths tcndcnbli under each ut them should be 
norrowLd Representation to tin Cotton Contmts Act Committee by the 
Bombay Colton Brokers' Association 1931), p 15 

5 Tor ins toner, thL Oomra Lontract for January, 1932 was so squeezed owing to a 
short uop that its price at one time was quoted at Rs, 20 higher dun Broach. 
Ihc. Oomra crop was a failure and the shortage of its arrival earned bears to 
cover their foreign talcs of Oomra cotton at a great sacrifice. 
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quality is ordinarily produced and (or 10 to 16 counts the Oomra 
contract will serve the same purpose. For higher counts the Broach 
contract can be availed of. If they could only buy a single con¬ 
tract, it would bear much less relation to what they have sold 
because, there would be cotton tendeiable against such a contract 
differing in value probably to the extent of a hundred of rupees 
per candy and differences would be liable to wide fluctuations at 
varying intervals. Moreover, our enquiry in this connection goes 
to show that mills in India hardly use n hedge contract for hedging 
against purchases ol cotton They employ the system of 'on call* 
for the purpose. This indicates that a fair trial has not been given 
by the mills to the system of having several hedge contracts in 
Bombay. 

Anothci argument in favour ot one hedge contrarl is that “the 
contract must be wide enough to pi event Lorneiing by speculators." 
When such a statement is made, th^ fart is lost sight of that the 
same thing happens in New York in tpitc of the maintenance of 
one contract for the whole of the American cotton crop. Simh 
larly, in Liverpool there me also manipulations, corners and 
squee7es. Moreover, the experience of the last 30 years duung 
which period attempts made by Mcssis. Umar Sobani, Sangildas 
and otheis resulted in failure*/ falsifies the plea. Further, when 
cornering took place oui nmiket was parsing through abnormal 
times. Today, the E.l C.A. ensures pretty well that a person who 
attempts a coinei does not run eway with the maiket and they 
have powers to knock the bottom oui of the venture. They do 
see that no one is able to make r « coiner. In normal times, a s a 
matter <jf fact, it may be said that there is not much chance of 
cornering the market In answei to the third line of attack, the 
fact must be mentioned that the leading markets of the wo^d do 
not follow the system of one hcdi'e contract. Alexandria for 
instance, trades in three contracts for diffeirnt varieties produced 
in Egypt whose total crop on nil a\ erase dues not exceed a million 
bales. These thiee contracts have been based on three different 
and distinct varieties giown in Egypt. They would not have main¬ 
tained moie than one control t but for the but that the spinners all 
over the world would nut be able* to make their purchases had 
there been only one contract lor all the varieties grown in Egypt. 
Again, in Liverpool, there are a number of contracts to deal in 
various kinds of cotton which differ fiom one another in spinning 
value. They have the Empire rontracL for cotton other than 
American and at the same time, there ate separate contracts for 
Egyptian Sakels and Uppers. The histoiy of the establishment of 
the Empire contract itself shows that the best authorities in Liver¬ 
pool arc against having one contract for widely varying growths. 
Liverpool refused to have one contract for American, Indian and 

6 Sn PuishntimcKi, TJnkuirh' J \ulutum of tin Cotton Tu<U of Domb.iv: The 
Imlun Ic^Uli Journ.il—Jubilu Souwnu—Jan PMl 
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African growths. The claim that Liverpool has one contract for 
all kinds of cotton is therefore misleading. It will be noticed that 
all the arguments made by the advocates of the system of one 
hedge contract for a country like India fall to the ground. This 
confirms the contention of those who insist that there should be 
separate contracts for styles of widely different spinning valueB. 


i 


i 




Conditions in India do not warrant the adoption of one contract 
for all the varieties: In order that the question of adopting the 
system of one or several hedge contracts may be settled once for 
all, let us funher examine here the advisability or otherwise of the 
system of one hedge contract for all the growths of Indian cotton. 
At the outset it may be noted that the proposition bristles with 
many practical difficulties which cannot be overcome so easily. As 
things stand at present, there is a vast difference in the characterise 
tics of several growths grown in India. The cotton crop of 
America has a uniform season. It begins about August, and ends 
about March. In India, the cotton season varies from district to 
district according to its geographical position. At one place the 
nop is finished about the same time as it begins in another. Again, 
varieties of growths in India far out-number those in America. 
Hence, if there is a system of one hedge contract in India the 
unsaleable and unwanted cotton varying from low Bengals to Super¬ 
fine Broach will be tendered. It will not then be a safe hedge and 
buyers will be scared away. Even mills will not be able to make 
use of it and in reality they will be afraid of it. If the mills who 
can use cotton for one or other counts are afraid, what about the 
traders who are not themselves the users. They will be still more 
afraid of such a contract for which they will not be ready to bid 
higher prices. No buyer would come to buy the contract in which 
he himself does not know with certainty what quality he is going 
to get. Such a contract would be only foi the facilities of the 
seller who would sell it freely and would not find it difficult to 
tender. If such a contract is created, not only Indian short-sellers 
buL the whole cotton world will come to sell their cotton in India 
either by way of speculation or hedging. What a huge pressure 
such a contract will be subjected to can easily be imagined. It 
will always keep the contract price depressed in parity with the 
foreign cotton thus putting the country at undue loss. 


There is another difficulty involved in the adoption of a system 
of one hedge contract and that is, if there is to be one hedge 
contiact some one style will have to be taken, as in America they 
have ‘Middling 1 , as a common basis. What style would make 
such a basis as representing all Indian cotton and its value is a point 
worth considering. The answer is that there is no such style in 
India as ‘Middling* is in America which can represent the whole 
of the Indian cotton crop. Further, if the system of one hedge 
contract is adopted for all the different growths of Indian cotton, 
the calculation of the probable 'on* and 'off* will become a hazar- 
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dous operation. The contract will he depreciated and the basis 
will have to be raised. Moreover, the trade at large thinks that 
they cannot have one hedge contract for all the varieties of Indian 
cotton crop. 7 It must not be forgotten that the success of any hedge 
contract system depends also on the attitude of the market. For 
instance, if one hedge contract was forced on the market and if 
the dealers refuse to trade in, the result will be that there will be 
no hedge contract at all and the trading will be confined to Bpot 
transactions only. It is therefore obvious that an impossible state 
of affairs might arise should every Indian quality be included under 
one contract. It will be noticed that for all these difficulties the 
system of one hedge contract will have its repercussions on the 
price structure of Indian cotton and the poor fanners will be made 
to suffer the most, because, it is the hedge contract quotation that 
forms the basis of the price offered to the upcountry cultivator. 
The fact is that we should not put more weight than the hedge 
contract can stand; otheiwipp, the effect will be to depreciate the 
price of Indian cotton. If the proposal of one hedge contract is 
adopted our cotton might sell materially below its intrinsic value. 
It may therefore be concluded that one hedge contract system is 
most unsuitable for a countiy like India. 

Observations; The qucslion is whether the contract should be 
broadened or narrowed. Again, what size of the contract will be 
in the interests of both, the seller and the buyer? The theory of 
a hedge contract is that it should be as narrow as possible, i.e. it 
should contain products of as nearly equal quality as possible, and 
that it should be wide enough to make a corner in the contract 
normally impossible. These two requisites are difficult to be satis¬ 
fied. If the contract is loo nairow it is exposed to corners and 
squeezes; and if too wide to include cotton of inferior quality, the 
buyer will be scared away and the result will be that the price-level 
will remain depressed. It should therefore be considered at the 
outset whether the contract is for the benefit of the buyer or of 
the seller. In fact, it should be attractive to both. The ideal 
contract is the one that reflects at all times the value of actual 
cotton. 

On the issue whether thr contracts be widened or narrowed 
down, the general opinion is that the contracts should be widened. 
A narrow contract is regaided as a bad contract in many respects 
by everybody. The seller may be squeezed in a narrow contract. 
It is therefore not a good contract for the party at stake. A narrow 
contract has other drawbacks. The crop is at the mercy of the 
weather and a catastrophe may happen. It is therefore in the 
interests of the trade in general—noL of individuals—to make the 
contracts sufficiently broad. The first and foremost question is 
whether all the cotton grown in India must be included in one o^ 
the other contract. There are at present a great many kinds of 


7 Pciuml TjUu. 
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cotton which are left out and the question is whether these varieties 
should be made tenderable against the hedge contracts. That is 
the fundamental point. Can a system be devised in such a manner 
that cotton grown in evexy comer of India even to the minimum 
extent can be tenderable in the contract) Here is the most prac¬ 
tical difficulty. The reply can only be that such a scheme cannot 
be devised. 

An example of a well-constituted and yet a broad contract is 
furnished by the American contract which takes care of both the 
current crop and the previous year's carry-over. In spite of this 
the fact remains that there also certain varieties are not tenderable 
and all kinds of cotton are not included in the contract, since, the 
contract signifies that ‘'nothing below Middling shall be tendered'* 
which excludes nearly 20 to 25 ^ r of inferior varieties. The exist¬ 
ing system in India is not satisfactory to all sections of the trade, 
because, the interests of the consumer and the producer are quite 
different. The producer would always like to have a contract with 
a specific single growth tenderable against it, while the consumer 
would like to have a contract against which as many varieties as 
possible are tenderable so that he can buy his requirements cheaply. 
For instance, the present contract is consideied by some as being 
too broad to discourage buyers which is against the interests of 
the growers. But any artificial demand will not, in any way, benefit 
the growers. The harm done by the bear raid is equal to that 
done by the bull Taid. Therefore, the contracts should be framed 
in such a manner that they must not be exposed to either bear 
or bull raids. The proper functions of a hedge contract are to 
protect the interests of purchasers, sellers, growers and traders. 
What is wanted is a hedge contract which is indicative of the 
average price of our cotton. The correct thing therefore is not 
either to broaden or narrow the hedge contrart but to remove from 
it any variety which artificially depresses prices and frightens away 
buyers from it. The next point is how many contracts the Bombay 
market can deal in) It is difficult to form an ideal system of 
hedge contracts for a country like India. It is certain that all the 
important growths should be made tenderable under the existing 
system of hedge contracts. 

2. EVOLUTION OF THE HEDGE CONTRACT SYSTEM 
FOR INDIAN COTTON 

In the early days of cotton futures trading in India, there were 
three popular contracts: (I) Broach, (2) Bengal, and (3) 
Dhollera. Each contract called for the delivery of one grade only. 
For instance, the Broach contract was for Broach cotton alone 
.and did not include any other variety, that is, cotton grown in an 
area of about 40 to 50 miles fxom Ankleshwat to Dabhoi was 
regarded as the Broach crop. Similarly the Bengal contract stood 
for the cotton from the U.P. only. Dhollera was mainly for the 
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long staple cotton. The buyer then knew definitely at the time 
of puichase that if he chose to take delivery only the specific grade 
could be delivered. It was therefore employed to dispose of or 
acquire cotton. As time passed the systems of classification and 
fixing of standards became more elaborate. This greatly limited 
the ability of an individual to gain control over the deliverable 
supplies and in that respect the improvement was worthwhile. 
The contracts were then widened and the deliverable supplies 
increased. As several qualities were now made deliverable at the 
option of the seller, it seemed only fair that some adjustment should 
be made to allow for variations in standards. This was com¬ 
plied with by what is known as the system of fixing differences. 
A particular grade or a group of grades was chosen as the basis. 
Should the seller find it desirable to tender one or moie of the otheT 
deliverable grades, an allowance in price was made to compensate 
both the parties. In 191 7-18 there were thus five hedge contracts 
to represent the five principal varieties grown in India. These 
contracts remained in existence for years though the details ol 
some of them have been changed from time to time. They were, 
prescribed during the world war of 1914-18. Since 1918, slight 
modifications had been made here and there but up to the middle 
of 1942—up to the middle of Lhe Second World War of 1939-45 
—it had not been found possible to alter the contracts in any 
substantia] maimer As a mattei of fact, a radical change was long 
overdue. Hence, it will be of some interest to gel a bird’s eye-view 
of the evolution of the new futures contract for Indian coLton called 
"the Indian Cotton Contract" woiking in Bombay since the 1 5th 

July 1942. 

Seven Contracts during 1919-22: Its genesis may be traced 
from the period of the first world wai. There were then a fairly 
large number of hedge contracts lepresenting various principal 
varieties produced in India. These contracts were availed of either 
for the purpose of hedging and trading in futures for speculating 
in cotton or for effecting delivery by merchants whenever it was 
advantageous to do so. The theory of futures that a hedge contract 
is essentially an instrument of insurance and should be so worked 
as to discourage the acquisition or disposal of the commodity 
through its medium was not acknowledged in practice. The result 
was a total misapprehension and misgivings about this system. The 
general chaos in the futures market for Indian cotton was the older 
of the day. The word ‘hedge’ used in such a connection was 
rather a misleading term. Failure to observe the fundamental 
principle of "hedge" contract encouraged manipulators to turn it 
into a delivery contract. The resultant dislocation of the futures 
market tended to affect adversely the best and long-lasting into- - 
rests of all concerned. The year 1917, when the Indian cotton 
futures market was involved in a crisis may be cited as a case in 
point. In June 1918, under the Defence of India rules, the cotton 
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contracts control committee was appointed by the Government 
of India to control the cotton trade in Bombay. This committee 
recognised five contracts foT the purpose of trading in five principal 
varieties grown in India. These contracts were: (I) Fully Good 
Machine ginned Bengals for 25th January delivery, (2) Fully Good 
Machine ginned Khandesh for 25th January delivery, (3) Fine 
Khamgaon Akola fair staple for 25th January delivery, (4) Fine 
or Good Machine ginned Broach for 25th April delivery, and (5) 
Good Machine ginned Westerns for 25 th May delivery. But as 
the committee was constituted as a temporary measure, the control 
of dealings in cotton was passed into the hands of the Bombay 
Cotton Contracts BoaTd. s The Board followed in the beginning the 
r tules previously laid down in connection with hedge contracts and 
a little later, went a step further by making the addition of two 
more contracts; viz., the Punjab/American and Oomras. This 
brought the number of contracts to seven. Certain omissions 
and modifications were also carried out by the Board with changes 
in names and basis as under:—F.G. Bengals, (2) F.G. Broach, 
(3) Fine Oomra. (4) F.G. Oomra, (5) Good Southern, (6) 
Punjab/American and (7) F.G. Khandesh It may be observed 
that in absence of any clear conception of the theory of hedging 
and of the recognition and acceptance in practice of the fact that 
a hedge contract should be balanced enough to afford an equal 
measure of protection and opportunity to both the buyer and the 
feller, these contracts were wrongly regarded as hedge contracts. 
In Tact, they were no better than the usual delivery contracts of 
today. 

Five Contracts from 1922 to 1930: The Cotton Contracts Board 
as a central body controlled the trade for more than three years 
from January 1919 to May 1922. Then it handed over the charge 
to the newly constituted central body known as the 'East India 
Cotton Association' under the AcL of 1922.'* This Association 
realised the futility of a large number of contracts for trading in 
Indian cotton and according to their own conception they tried to 
reduce the number as far as convenient and practicable, The seven 
r 'ontracts were amalgamated into five by incorporating the Punjab/ 
^American into Broach hedge contract and dropping altogether the 
Khandesh contract. Certain other innovations were also carried 
out, e.g„ periods of delivery were extended, grades above and 
below were allowed to be tendered with probable ‘ons’ and 'offs’ 
for respective classes. Again standards were prescribed for both 
grade and staple, though there was no stipulation for better staple 
length. The five permissible contracts were: (1) F.G.M.G. 
Bengal, (2) F.G.M.G. Broach, (3) Fine M.G. Oomra, (4) 
F.G.M.G. Oomra, and (5) Good M.G. Southerns. So far as the 
’totton speculator was concerned, the Broach rontract proved great- 

8 The Bombay Cotton Contracts Concwl (Wji Provision) Act, join, 

^ The Bombay Cotton Conn .uts An No. XIV of W12. 
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ly successful. But the interests of the cotton trade and industry 
began to suffer, because, the Broach contract had to bear the three¬ 
fold burden of the crop, the hedging and the speculation. In' 
course of time, the genuine seller and the buyer, or to be more 
exact, the grower and the spinner, began to feel the pinch of the 
defective technique of the system for hedging. A note of caution 
was sounded by persons whose interests were at stake. Sometimes 
a huge cry for the reformation of the individual contract and for 
the revision of the entire system was raised from a number of 
quarters. 

Among those who believed themselves to be aggrieved parties, 
the chief was the Bombay Mill owners Association. Not feeling 
satisfied with the merger of seven contracts into five, they demand¬ 
ed a further reduction in the number of hedge contracts to three. 
In order to give a practical turn to what was wanted by them, they 
adumbrated the following scheme in 1924:—(1) That the present 
F.G.M.G. Bengal contract be restored. (2) That the present 
F.G.M.G. Broach and the Good M.G. Southerns contracts should 
be amalgamated into one; the staple must be specially determined 
for each growth and no cotton below 6 '8" staple should be tender- 
able under this contract, the Moglai cotton coming from the Nizam’s 
State should be included in the amalgamated contract provided it 
was not below 6 8" in staple. No cotton under “Good " be made j 
tenderable against the same. (3) Thai the present Fine and F.G. 
Oomra contracts should be amalgamated into one provided that 
only Fully Good to fine Cottons he tenderable fiom the beginning 
of the year until the end of May and after that time only Good 
to Fully Good. Cotton known as Gaorani cotton from the Nizam's 
State be made tenderable against the same Staple was to be not 
less than J". The scheme however did not meet with approval of 
the cotton trade, for, one section termed it as a ’bearish’ plan while 
the other discarded it as the most inconsistent and incomprehensive 
notion. It was, perhaps rightly, turned down by the East India 
Cotton Association in search for a better planned and well con¬ 
ceived system for Indian cotton. 

A year later in 1925, another scheme was brought to the notice 
of the E.I.C.A. for their consideration and approval. Thfe was 
the proposal put forward by Forbes ForbeB Campbell & Co. Ltd. 
It advocated the adoption of the following contracts for the purpose 
of hedging in Indian cotton:—(1) F.G.M.G. Bengal was to be as 
at present, (2) F.G.M.G. Broach was to be retained as at present 
with option of tendering Fine C.P. No. 1, Tinnevellies, Karun- 
gannis and Cambodia. Delivery months: March, April, June, 
August. (3) Fine Oomra should be as at present with the additior 
of all stations of F.G. Oomra contract and Jalna; and with option oi 
tendering any cotton tenderable against the Broach contract. 
Cotton tendered from January to May if awarded more than half 
a class off Fine should be rejected. Cotton tendered from July to 
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September if awarded more than full clam off Fine ahould be 
rejected. (4) Good M.G. Southerns was to be as at present but 
with the option of tendering any cotton tenderable against Navsari, 
Surat, Rajpipla and Punjab/American standards. Delivery months 
were to be May, July, August and September. The E.LC.A. could 
not find anything worth-noting in this proposal as the plan had 
nothing tangible to offer except the half-hearted attempt at further 
amalgamation of conti acts. It did not consider whether it would 
be advisable to include the growth of one contract into the other 
and still to run the market without being unduly hampered or dis¬ 
turbed. Moreover, like the Millownera 1 Scheme, this did not take 
into account the basic point of futures that a hedge contract should 
represent a fairly close relation to the actual values of cotton. If 
rontiacts were to be amalgamated in the manner suggested above, 
it would mean a suicidal step with the result that contracts might 
be totally neglected by the trade or they might remain permanent¬ 
ly depressed. Hence, the trade in general showed its reluctance 
to adopt this plan. 

Then in 1928, late 1. I. Mashruwalla advanced the following 
plan of four contracts for the betterment of the system:—(I) 
F.G.M G. Bengal to be retained as it is. (2) F.G.M.G. Broach 
should include Niznmabad and Warangal, White Northern and 
CP. (including Harda and Bhopal) half grade off only. Delivery 
months to be March April, May, June'July, August and Septem¬ 
ber. Staple to be not less than “I". If cotton more than Rs. 100 
per candy is tendered, the buyer shall get a penalty of \ of all 
'ons* over R*. 100 for taking up very high cotton (3) Fine M.G. 
Oomia should include Khandesh, Moglai (Hyderabad North of 
Latur and Karkali Oomra) and Mathia with half a class (‘off* from 
November to June and from July to October up to full grade 
*off\ Cotton more than 1J grade 'off* or ‘on* if tendered will 
be subject to a penalty of Rs. 25/- per candy to buyers from 
sellers. (4) F.G.M.G. Southerns should include Dholera, Kadi/ 
Viramgaum, Kalagin, Cutch, Nanded and Latur, Ujjain. Months 
of Delivery to be February March, April, May June, July/August 
and September October (either single or double, but believe double 
^ivould be prefeiable). Staple to be V' and 7 8". Tenders under 
l* will be rejected and tenders above I 1 8" may be rejected 
or a penalty of Rs. 25 - per candy may be claimed by the buyer. 
However, this Scheme failed to satisfy the aspirations of the cotton 
trade and the E.I.C.A. had to Teject it. The scheme was found 
lacking in the foresight since it did not take into account one of 
the main principles of a hedge contract that there should be ade¬ 
quate safeguards to protect the market against manipulations, 
especially, against the bear speculative raids. If this scheme would 
lave been given any recognition, the result would have been nothing 
diort of encouragement and accentuation of the most undesirable 
type of manipulations on the market. Taking all the three schemes 
from 1924 to 1928, we find that none of them was adoptable by 
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the trade. It would not be an exaggeration if it is said that by the 
acceptance of any one of these plans, our cotton would have been 
the cheapest commodity available both in India and in the world 
and the party receiving the blow would have been the Indian fanner. 

Three Contracts during 1931-42: The rejection of the above 
schemes did not, however, solve the main problem of the cotton 
trade. This problem waB the devising of a sound hedge contract 
system for Indian cotton. Though at times a slight and at other 
times furious agitation was in evidence regarding the defective 
technique of the hedge contract in Bombay, the Indian cotton world 
had to put up with the situation as it was in absence of any better 
device. In 1930, at the instance of the trade, the Government of 
Bombay consulted tbe various interests and appointed a committee 
to make recommendations for the betterment of the cotton trade. 
The commitLee proposed inter alia to retain the Broach contract as 
it waB with the addition of the Kumpta and Upland growths of the 
Dharwar District and to leave the existing two contracts in Fine 
OomTa and Bengal untouched. 10 This proposal failed to put an end 
to the ailment of the trade since no real adjustments were to be 
made in the then existing contracts. On the other hand, of the 
five hedge contracts, the Inst two contracts had not been popular 
in Bombay. 11 In fact although there have been five contracts, trad¬ 
ing used to lake place only in the first three and the last two were 
virtually dead because they were neither active nor quoted upon. 
The popular contracts were therefore only three in number. They 
were Broach, Ooima and Bengal; the concentration of trading under 
them being 75 to 80 12 to 15 f # and 4 to 6 r t respectively. 

However the trade wanLed some permanent solution for their 
troubles. Hence, the E.l.C.A. at last constituted a hedge contract 
sub-committee of its own in 1935 to examine the system and 
suggest improvements in the framing of the revised hedge con¬ 
tracts. Their recommendations were as under:—(1) The basis of 
F.G. Bengal hedge contract should be changed from 'F.G. U.P.' 
to 'F.G. Punjab* and the months of delivery for this contract should 


10 Rijmit uf tlu Wilis rmniimui, |9s1, |*7. 
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be prescribed as December, January, February, March, April, May, 
June, July, August and September. (2) Punjab /American and 
saw-ginned Dharwar cottons be excluded from the Broach hedge 
contract. White Upland cotton be excluded from Southerns hedge 
contract and included in the Broach, subject to the stipulation that 
the staple of such cotton to be made tenderable shall not 
be less than 6/6" in length. C.P. No. I should not be included 
in the Broach. Surat, Navsari and Rajpipla cotton might be made 
tenderable throughout all months of delivery. The months of deli¬ 
very for Broach contract be prescribed as April, May, June, July. 
August and September. (3) In the Fine Oomra contract, C.P. 
No. 1 C.l. cotton grown in Khandwa, Sanewad and Barwaha and 
->uch other places as the Board may determine be made tenderable. 
The staple length of the cotton tenderable against this contract 
be prescribed at 9 M6" in order to prevent the spread of Garrow 
Hill seed in the Oomia rrop. (4) The existing Southerns contract 
be scrapped and that in its place a new staple contract be styled 
'Coomptah contract* be evolved. Against this, cotton with a staple 
of not less than 7/8" in length be made tenderable with Coomp- 
Lahs of not less than 7 6" staple as the basis. No Upland cotton 
from any station should be made tendeiable against this new con¬ 
tract, nor Tinnevellies, Bijapur, and Bagalkote be included in it. 
The months of deliveiy for this be prescribed as May, June, July, 
August, and September. Somehow, these recommendations were 
not given a trial by the trade. Iheir consideration was postponed 
and in the meantime Messrs. Kishan Pra&ad 6c J. Vonesh were 
dhked in 1936 to report on the proposed alteration of the contracts. 
They submitted that the following hedge contracts be substituted 
for the existing ones:—(1) F.G.M.G. Bengal contract with F.G. 
Punjab as basis. Mathia box to be raised by one class. Trading 
months to be December January, March, May, July and Septem¬ 
ber. (2) Fine M.G Oomra contract with Fine Berars as basis. 
Khandesh, Moglais and Broach should be included in it. Trading 
months as in contract (1) but rejection clause to be for July to 
September delivery one class off. (3) F.G. Broach contract, with 
F.G. Punjab American as basis. The descriptions tenderable to 
be all Surati with 7 / 6'*, Dh oil eras 3 / 4 M , Kadi-Viramgaum 3/4”, 
Kalajin 7 8*\ Sind-Punjab 'American 4F 3 4”, Coomptahs 7/8 M , 
Western and Northern Farm 7 6", Cambodia 7/ 8", Korunganni 
7 8*’, Malwa 7 8**, Verum 7 6”, Ordinary Western 3/4", 
Bijapur/Bagalkot 3 4", Miraj 7,8" and Tinnevellies 3/4'*. 
Standards should be prepared for F.G. Malwa, Verum and Wes¬ 
tern and Northern Farm. Trading months same as for contract 
Numbers (I) and (2). Nothing below one class off be tendered. 
Report prepared by these outsanding personalities of the cotton 
trade deserved high consideration. Their recommendations were 
teally immune from general misgivings and unwanted criticism. 
Their suggestions were quite practical and beyond theoretical short¬ 
comings. One fails to understand why this report was not imple¬ 
mented. 
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In the meantime several complaints weTe made against the 
then existing system of hedge contracts in Bombay. These com¬ 
plaints may be divided into three groups: (a) those of die 
Millowners, (b) those of the Agriculturists and (c) those of the 
Trade. Taking first the Millowners’ complaints, their main objec¬ 
tion was that in certain months of the year, they were unable to 
make hedge contracts which can be used against their purchases of 
cotton or sales of cloth since there were only two or at the most 
three positions in which a particular contract was traded in. Their 
second objection was that when one contract expired no new con¬ 
tract was available to transfer the hedge. Hence, the Millowners 
wanted a contract open for all the twelve months of the year with 
a continuous character. So far as the agriculturists are concerned, 
their principal objection was that they did not get a proper hedge 
against their cotton since all growths did not come under one or 
the other popular hedge contract. Their bone of contention was 
that the growths which were not included under any of the three 
hedge contracts realised less values than others. 12 Hence, what 
they wanted was a system so devised as to include each and every 
Indian style under the working hedge contracts. As regards the 
trade, their main objection was that the delivery period was extend¬ 
ed to two months which unduly depress prices and at the same 
lime gave to a seller an undue advantage of deliverying for 55 
days. Secondly, the contracts were very wide making it thereby 
difficult to accept delivery in the fulfilment of a contract. Thirdly, 
the contracts were not balanced and as a result, the double pressure 
of hedge and speculation fell on one contract, namely, the Broach 
which was regarded as the price-barometer for Indian cotton. This 
uneven pressure widely depressed the Broach prices resulting in 
the price depression of all other varieties in general. What the 
trade therefore needed was that months of delivery should be all 
single and the contracts framed in such a way as to make concen¬ 
tration of trading proportionate to all. It was therefore unani¬ 
mously recognised by the E.I.C A. in 1938 that "the question of 
the existing hedge contracts require adjustments." H 

The real weakness of this system was that for all intents and 
purposes there was only one active contract in Bombay, namely, 
the Broarh to take care of speculation and the whole Indian cotton 
crop. The^ Oomra contract was balanced well enough but it com¬ 
prised of few and essentially export styles. Ab these styles were 
taken up and shipped the contract registered a progressive tightness 
which often developed into a mild comer or what is known as 
'squeeze' with the result that growers and stock-holders of Oomras 
were shy of using it freely as a hedge. The Bengal contract was 

12 k> Jh< ruson uh> it is ntcessary for tvris gi'mth to come under hedge contract 

is chat ont unnot lu siiisfied with the diffrrinus that would be fixed between* 
unUnrltrabh lottnn and the cotton whu.h is ttnderable under the hedge con- 
nact ,, —-Personal Interviews 

13 Iflth Annual Reixvt of the E1.C.A. fbi the year 193B-39, 
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very narrow as moat of the Bengal cotton was Mocked in Karachi 
and was little used as a hedging medium in Bombay. The South¬ 
erns contract was badly constructed since most of the styles included 
in it were consumed locally and therefore did not come to Bombay. 
In consequence, this contract met with a natural death since its 
inception. The net result was that the Broach contract received 
a double pressure of both speculation and hedging and was often 
rendered subject to fluctuations unwarranted by the existing mar¬ 
ket conditions. Needless to add that it was this absence of a 
proper balance of hedge contracts in Bombay which was the source 
of all troubles. It follows that the spirit underlying the reforms 
in the system should aim at surh a reconstruction that would bring 
an even distribution of both the speculative and hedging interests 
and eliminate the possibility of over-trading in any contract. It was 
thus the faulty construction or 'technique* of this system of hedge 
contract in the Bombay market which was the real cause of depre¬ 
ciation in a hedge contract. It may therefore be observed here 
that if the system of hedg#: contract for Indian cotton is to 
discharge its functions propeily it should be recpnslrurted. The 
revision of the system will have to be thorough in all its aspects too. 

A year later in 1939, the Universal Stand aids' Sub-Committee 
also made genera] recommendations for the ad hoc revision of the 
hedge contracts, particularly, regarding the staple lengths to be 
prescribed for each contract. But the year 1939-40 as we all 
know was thr year of abnormal times due to the second world 
war. The Board never-the-less tried to give due consideration to 
the question of the revision of contracts by appointing another 
sub-committpe in 1939-40 lo submit their proposals in due course. 
At the same time the E.l.C.A. gave expression lo the view that “it 
is not possible to frame one contract which can carry the whole 
burden of the Indian cotton crop." After fully comtidering all the 
phases of the question and weighing all the probable pros and cons, 
we came to the conclusion in 1942 that "if the system of hedge 
contracts is to discharge its functions properly the existing hedge 
contracts in Bombay should be reconstructed 1 he revision of the 
present system will have to be thorough in all its aspects". Three 
’hedge contracts covering oil the main varieties of Indian cotton as 
suggested by us were: (1 ) KG. Bengal contract with the addition 
of Kalhiawar-Muthia cotton. Basis for Muthia should be Fine. The 
eeller should be given the option of delivery at Karachi. Months 
of delivery should be single as December, January, March, May 
and July. (2) F.G. Broach contract, with the amalgamation of 
Southerns except the Surat, Navsari, Cambodia and Kurunganni 
should be retained as it is provided, no cotton below 3M" staple 
is made tenderable. Delivery should be in single months as March, 
may, July and August. (3) Fine Oomia contract should include 
Khandwa-Burhanpur and Khandesh cotton. Delivery months 
should be single as December, January, March, May and July. 

*3 
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On* Contract since the Middle of July 1942: An outstanding 
occurrence of the year 1942 was the strained relationship between 
the Broach and Oomra c on tracts. The spread between them went 
up to Rs. 60/- in view of the Far Eastern markets being cut off for 
the short staple varieties. It was during this time when anxiety 
was experienced for Oomras that, a squeeze in the Oomra contracL 
was engineered and carried out successfully. This should sound 
paradoxical in the face of a good harvest in the Oomra tTact and 
greatly reduced outlets for these varieties. The factor acrounting 
for the squeeze however lies in the then existing transport position 
in India. The unavailability of wagons from upcountry to Bombay 
helped the manipulators to realize their purpose The foundation 
of the squeeze began with the spread between the Broach and 
Oomra contracts. The Oomra January position went up as much 
as to Rs. 25 above the March delivery. In consequence, the 
merchants who had their hedges in the Oomra January were forced 
to square their transactions at a serious Joss. Afterwards, the 
squeeze was lelieved and the Oomra January position ultimately 
closed at Rs. 3 under the March delivery. 

N on e-th e-leas, the squeeze left important repercussions on the 
market. It became obvious that since the transport difficulties 
would continue during and sometime after the war, an emergency 
contract for future should be demised to meet the altered condi¬ 
tions both at home and abroad. Again, because the short staple 
cotton was not much consumed by the Bombay mills, the transport 
authorities would not spare wagons for unwanted goods. The 
Government of Bombay therefore took the initiative and in Febru¬ 
ary 1942 called a conference of the various interests associated 
with the cotton trade of Bombay. The interests represented were 
the E.I.C.A., the Cotton Buyeis* Association, the I.C.C.C,, the 
Bombay Millowners’ Association, the Chamber of Commerce, the 
Indian Merchants' Chamber and the Marwari Chamber of Com¬ 
merce. Considering the cot Lon interest at stake, one feels that the 
Ahmedabad Millowners* Association and Lhe Karachi Cotton Asso¬ 
ciation ought to have been given representation. Over and above 
these interests there were present the lepresentatives of the C.P. 
and Bombay Government. It was thought at this conference that 
it would be desirable to alter the form of contracts for the coming* 
season, i.e. f for 1942-43 and to have no dealings in the new crop 
until the foim of contracts had been modified. There were, how¬ 
ever, differences of opinion as to whethet there should be one hedge 
contract or more. But there was unanimity on one point and that 
was that hedge contracts must be modified to meet the changing 
conditions of the present time. It was then unanimously decided 
that the Board of the E.l.C.A. should appoint a committee which 
should recommend Lo the trade a revised scheme of hedge con 
tracts workable under the presenl circumstances. Accordingly a 4 
sub-committee representing all sections of the trade was constituted 
by thr E.l.C.A. under the Chairmanship of Sir Purshotamda* 
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Thakurdas, in February 1942. This committee expressed that the 
existing contracts were not only obsolete but also unworkable 
during the continuity of the waT. They, in turn, sent circular 
letters 14 to individual members of the Association inviting them to 
make concrete suggestions for a revision of the system of hedge 
rontracts to suit the war conditions. It was further agreed both 
by the Conference and the Committee that the new system which 
might be devised should take cognisance of the then prevailing war 
situation and therefore such contract must be in force only for 
the period of the war and sometime thereafter, after which the 
tiade should be invited to revise the system under the conditions 
then prevailing. 11 The Government of Bombay accepted this 
Miew and gave a further understanding that they would not lay 
down any scheme nf certificates for despatch of cotton tenderable 
undei the new rontracL from the rottnn producing centres after 
October 1942. The hedge rontiact sub-committee appointed a 
special sub-committee to formulate concrete suggestions and broad 
outlines of a revised scheme. The special sub-committee submitted 
their report in Marrh 1942 wherein they unanimously suggested 
that to meet the exigencies of the war, a system of a single hedge 
cciitiact might be adopted foi Indian cotton. In formulating their 
pioposals the special sub-committee took the following broad 
principles as a foundation*—"(a) That a hedge contract is essen¬ 
tially an instrument of insurance to both the buyer and the seller, 
and should be so constructed and worked as to discourage the 
acquisition and or disposal of cotton through its medium, (b) 
that adequate safeguaids should be devised within the framework 
of that contiact to piotect it against speculative manipulations espe¬ 
cially in times of sticss when unexpected developments both at 
home and ahioad mav encourage and accentuate such manipula¬ 
tion',, (c) that a hedge contiact should be well-enough balanced to 
dffonl an equal measine of protection and opportunity to both the 
buyei and the sellei, (d) that a hedge contract should represent 
■i fauly close lehition to actual values of cotton." These points 
weie sound and just from the theoretical point of view and if 
ptopeily observed in practice would place the system of hedge 
lontincU in India beyond doubts and ciiticism. The sub-committee 
tfippioved the above principles and accepted the system of one 
hedge contract for the duialion of war and sometime thereafter. 
On 1st of May 1942, they submitted their final repott to the Board 
oi the K.I.C.A. 11 ’ After consideiing all the points and making 
neccisary alterations and amendments in the by-laws, the E.I.C.A. 
gave their slamp of sanction, in |une 1942, to the new principles 
and the scheme of hedge contract as piopagated in the report of 

JI Nn A i5Tu ilatul 2^ili lilnujiv 1 ^ 12 iisutcl hj tin l If \ 

Ripuir nf tlic Il< dm CunliiUt Sub u<mmitl<e ol the I I P \ 1 i Mi\ 1012. 

"u Wirli .t mcw tn i^iu lull umi lo thi F 1 (' A , tiuuinnuni u‘pi.nilul tlic bylaw 
No. r and is mil ih< omUi on th< *tdi \piil 1042 thu ‘No pi rum shall tiule 
in the nt\v imp in an> war kfrur siuli ihtr as mav lie fixotl bv the Baird 
wuh <hr pi isinus lppmnl of the (iintipnHnt ol Bombay*, 



116 


HTURTS TRADING AND MARKETS IN COTTON 


the sub-committee. The revised scheme was then put forward 
before the cotton trade for their final adoption. For this purpose 
a mooting of the Association was held on the 14th July 1942 when 
the trade ultimately approved of the revised by-laws. The Gov¬ 
ernment of Bombay gave their sanction without delay and the first 
transaction in the new contract was put in by the Chairman of the 
E.I.C.A., Sir Purshotamdas Thakurdas, on the 15th July 1942. It 
will be observed that motivated by a vague conception of the 
purpose to be achieved, the progress of the revision of the hedge 
contract system for Indian cotton was gradual, one might say evolu* 
tionary rather than revolutionary, constantly coming a little closer 
to the realisation of the end in view. 

3. TECHNIQUE OF THE INDIAN COTTON CONTRACT. 

The cotton trade, being by nature a very conservative body, is 
not inclined to accept any change in a hurry. But by instituting a 
new hedge contract called the ‘Jarilla' or ‘Indian Cotton Contract' 
in Bombay replacing all the previous contracts, and modifying the 
4F Contract in Karachi, it has recognised the fact that periods of 
war are times of unusual stress and strain when bold and decisive 
steps are required to be taken to meet the exigencies of abnormal 
circumstances. The Jarilla contract appears to be one such step. 
For the proper working of the hedge contract system for Indian 
cotton this change was inevitable sooner or later and it has been 
hastened by the last war. The factors responsible for bringing 
about such a revolution in the Indian Cotton Trade are many, chiei 
among them being: (a) loss of overseas markets and a conse* 
quential sharp fall in demand for short staple cotton in the season 
of 1941-42, (b) the difficult transport position in the country and 
a probability of its getting worse in future, (c) Government's inti¬ 
mation that transport facilities for non-essential goods may be 
severely curtailed in the near future without notice and that a situa¬ 
tion may arise under which only such cotton may be brought into 
Bombay as is essential for export and or local consumption, (d) 
the fact that if the hedge contracts are permitted to function in 
the then existing forms, difficulties are likely to arise, particularly 
in the case of Bhort staple contracts like Oomra and Bengal, and 
(e) sustained criticism of the then existing system of hedge contract? 
was being made from many quarters for a considerable time. Thi* 
criticism was specially severe in connection with the Broach con¬ 
tract which required modification owing to deterioration in the 
staple length of the Broach cotton. 

It is well-known that while the producers of some staple commo¬ 
dities have benefited owing to the great demand created by the 
war, the plight of the short staple cotton cultivator has been simply 
precarious. The outbreak of hostilities with Germany and the fftl^ 
of France caused the Continental Markets to be cut off from Indian 
supplies. With the loss of the European markets consuming about 
9 lakhs of bales of India's short staple cotton, the position of the 
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rotton trade wai deteriorating during the year 1940*41. It became 
very serious early in the 1941-42 season when the full effect of 
Japan's cntTy into the war began to be felt. Japan's purchases 
from India, mostly of short staple cotton, amounted to some 
1.5 million bales annually. The declaration of war by Japan and 
the resultant unfavourable developments cut off not only die mar¬ 
ket in Japan but also that in the Far Fast. 17 This meant the entire 
loss of the exporL markets foi the short staple varieties grown in 
India. On the other hand, it meant for all practical purposes that 
these qualities have to be either neglected or absorbed into the coun¬ 
try itself. The total quantiLy thus affected came to more than two 
million bales comprising mainly of the short and fair staple cotton. 
But the Indian cotton textile industry was not expected to absorb 
more than a fraction of it. Though another small fraction might 
be absorbed by the United Kingdom and the U.S.A., this could not 
solve the problem of the disposal of these unwanted cottons. 
Hence, the situation caused a huge surplus of the 'orphan* cotton 
to be left as a drag on the Indian market. Since 1942, the grower 
of Indian short staple cotton has therefore been a source of great 
anxiety to the various Provincial Governments as well as to the 
specialised bodies like the Indian Central Cotton Committee and 
the East India Cotton Association. 

All well-wishers of the Indian cotton grower were confronted 
with a two-fold question: (i) the replacement in whole or in part 
,of the diminished foreign demand for our cotton, and (ii) the 
problem of inducing the cultivator to play his part by devoting 
more area to food crops. In view of the necessity and urgency of 
avoiding any further glutting of the Indian cotton market with 
nhort and fair staple cotton, l.C.C.C. recommended in January 1942 
h> the Central and Provincial Governments a reduction of 50 % 
in the areas under such varieties. At the same time, it was sug¬ 
gested that food grains should be sown in their place. The speci¬ 
fications for goods required by Government were relaxed so as 
to enable more short staple cotton to be used in the manufacture 
of such articles. Simultaneously, a 'grow more food' campaign 
was started on a country-wide scale. In order to be able to further 
case off the situation and to afford a measure of relief to the grower 
of these growths, a special fund known an 'the cotton fund' wm 
created by the Government of India out of the proceeds of a 
temporary additional duty of one anna per pound on all imports 
nf raw cotton. The object of this measure was not merely to 
steady the market, which was breaking through time to time, by 
making open purchases of the types concerned as occasion arose, 
but also to improve future prospects by assisting the farmer to 


17 Tabli showing the JJimul exports of Indian cotton in ihou&jiuk of bales:— 
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switch over from short to medium and preferably long staple 
cotton. These measures together with the worsening of the trans¬ 
port situation and the immediate announcement by the Govern¬ 
ment of Bombay lo the effect that movements of unwanted cotton 
to Bombay would be stopped had a considerable amount of the 
desired effect. On the advice of the Central and Provincial Gov¬ 
ernments a reduction amounting to 20'r in the acreage under 
cotton was brought about in the season 1942-43, mainly by the 
substitution of food crops. 1S A reference lo the 1943-44 official 
forecast of the cotton nop in India also gives indication that the 
short staple crop in that season was less than the previous season 
by about 9 lakhs of balrs or 39'r . It is expected that the produc¬ 
tion of short staple varieties will he further leduced owing to the 
fact that conditions in the export trade and other factors affecting 
their demand have not materially altered even now. 

In this way it will be realised that the problem of ‘orphan’ cotton 
had arisen largely out of the stoppage of export of cotLon and the 
difficulty in moving it by lail or sea. The question puzzling Gov¬ 
ernment for some time was whether it was possible lo continue any 
form of hedge contracts in cotton. The principal remedy suggested 
was that some kind of change would be necessary if the cotton 
trade was to get through the difficulty. The Government's view 
was that the time had come for the tTade and the industries con¬ 
cerned lo consider whether it was not now necessary to modify the 
existing hedge contracts. A good many people made suggestions 
in that connection But the Government’s chief anxiety was to 
see that the system should be so deviled as to assure the cultivator 
reasonable prices and at the same time afford legitimate traders 
reasonable hedge protection. With a view that the grower should 
get the beat possible price for his cotton and that the cotton trade 
of India should be preserved in tael, the revision of the then 
system prevailing in India was mo«l essential This was accom¬ 
plished as we ha\e seen above hv the institution of the Jarilla 
contract. Hence for the pm pose of hedging and trading in futures 
there is at present only one futures contract for Indian cotton In 
order to appreciate the principle and follow the implications of the 
Indian cotton conliart it is nrcessaiy at thh stage lo understand 
its technique in almost all impoilaul phase* embodied in the 
system. 

The Indian Cotton Contract; Let us reproduce here the contract 
as it is in vogue today. The basis of the nrw contract is Fine 
Jaiilla, staple 3 4" as per standard proposed from Jarilla cotton 
grown in Khandesh District. Cotton is tendcrable up to two 
classes 'on* and one class 'off for grade and up lo 7 '8" staple. 

18 Press Note Rt- Short Staple lotion* The Tunis nl India dated lOlh \piil 194J* 
According to tin final (Apiil) forecast isMitd b\ thr llipjitmrnr ut Cmnmciudl 
Intelligence and Statistics C.ikuita, on illth Apul l f, H, tin itinuUs of the area 
and thi yield showed 18,812)000 and 4,554,000 mpa.Mil). 
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‘On and off' values will be given for grade but for staple only 
'on' values will be awarded. Other restrictions imposed on ten¬ 
ders of premium as well as discount varieties of cotton against the 
contract are that tenders of premium cotton should fetch 18 3 
less than the premium fixed for that particular variety as well as 
for staple. Similarly, tenders of discount rotton should fetch 
18 3/4 f i more discount for vanrty difference as well as for staple. 
However, the hasir rollon is excluded from this restriction. In 
other styles class difference awarded in aibitration is not taken into 
a<count whrn calculating this handicap of 18 3 4Descriptions 
tendorable are: (1) J aril la—basis—(including Verum, Cambodia, 
Upland, Gaoraui (\ cottons grown in Khandesh, Bcrar, Nizam 
Hyderabad, C.P., Central India, Gwalior and certain Rajputana 
."itales. (2) Broach, Suiti (including Navsari) and Rajpipla 
t o I tons grown in Gujrat. (3) Punjab and Sind-American styles 
lollcr as well as saw-ginned hom the Punjab and Sind Provinces. 
(4) Dhollnas and Kalagin cottons grown in Kathiawar. (5) Cutrh 
* niton grown in the Cutch State (6) Western, Coompta, Upland, 
Hugalkot, Bijapur and Miraj rottons grown in the Southern areas. 
Standards are prepared dnd maintained separately for class and 
ft a pic for the following:— (a) Jaiilla—basis—from Jarilla cotton 
grown in Khandesh District (Vrrum, Cambodia. Upland and Gao- 
t.mi 6 cottons from larilla districts to be surveyed against thin 
standard), (b) Broach, (c) Surti (including Navsari,) (d) Raj¬ 
pipla. (r) 4F, I.SS, anil 2B9F. both Punjab and Sind styles and N.T. 
" >cllcr as well as saw-ginned (f) Dholleias, (g) Kaldgin, (h) Cutch, 
(i) Upland (Southerns), (j) Coompta (Jowari and Jaywant), 
(L) Western, (1) Bagalkol, (m) Bijapur, (n) Miraj. The follow¬ 
ing boxes are prepared foi all these varieties:—Extra Superfine, 
Superfine, Fine (basis), Fully Good and Good to Fully Good 
(i c , half a class 'off' Fully Good). Standaidb laid down for staple 
lengths are:—3 4”, I 3 16" and 7'8". It may be noted in this 
i unnection that cotton below the standard ‘Fully Good’ and 3/4" 
staple length is liable to rejection. Months of delivery are all 
single and alternate beginning with January and lasting up to 
September, i.c.. January. March, May, July and September. Crop 
of the current season alone is tendcrable An exception however 
*is made in the case of the January delivery in which case 
‘Southerns' ol the previous season are lenderable. 

Fine Jarilla 3/4" as Basis: When the Bioai h contract wag 
inaugurated the cotton crop of India ranged from 40 to 45 lakhs 
of bales. The staple length of Broach was nearly 3 < 4th of an inch. 
It was then a fairly icprcsenlalive type of Indian fair staple 
varieties. But the composition and ihardctn of thr Indian cotton 
<iop have undeigonc a material change duiing the last 20 or more 
^years. The crop averaged neaily 50 to, 60 lakhs of bales a year. 
The production of staple cotton has increased. There is now a 
preponderance of medium and long staple cotton giown in India, 
i<e. a varieties with a staple length of 3/4" and over. This can be 
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It will be seen that the production of 'triple length 7 fl' and above 
during 1941-42 foimed 45 of thi tola] against 36 r r in the pro 
vioub season Moicdv*t a considered Ic deterioration has taken 
place in the staple length of Broach dt*hi rotton main!} due to the 
spiead of the Ghoghan seed and il has conu to be almost the *amt 
staple as the shnit slapl Uonu i I he basis of the Bioach contract 
can therefore no longer bi id to ir present the bulk of the com 
modity that is actually i iov n in Indn [he cultivators and dealeis 
in superioi styles with better class mil staple were anxious to see 
that their cotton was included in the hedgt contracts working on 
the C 1C A Tor instance dunrg the last few years a number of 
lettcis were refened to th* I l ( 1 an 1 I 1 C A from the various 
sources like Khandesh Bt-iai Ni/un llydnabad Bagalkot etc, 
demanding the inclusion ol their respective growths in one oi the 
othei hedge rontrac t in Bombav Again consumption of Indian 
cotton m India has been ini'easing apar e It has neatly doubled 
at present advancing horn I ft 7 0 Irkh o f bdes to more than 
40 42 lakhs A major poilion ot ihis i oi sumption now consists 
of the medium and long staple cotton All thfse facts prove, apart 
from the war conditions ihi 1 the lime has now ainved when it is 
absolutely essentia) for our htdm ccmtiacl svMem to take into 
account the >e rhanges As a matin of fart it should be stated 
that Lheie was an urgent nerd for a pinper le vision of the technique 
of the futurei contracts v t is th i rest oppoitune and appropriate 
that the Indian cof’nn routiait should have as its basis coLton 
(ritrung for corn jinphon b\ the dome *tic mills Ihe question with 
which the lcformr* wtn confiontcd was What quelity or g r owth 
should be taken to form the hisis of the new contract^ Janlla 
rotton secured their 'Miction on the following merits—(i) area 
under cotton in Khandp*h tiacl comprising of Fast and West 
Khandesh and Nasik Districts vanes yearly from 10 to II lakhs"* 

14 ( imii ul tu n li s i isiii it L ithtb issii I In tlu It t C Rim J ti mu hr 
l r M> 1U ml UiU ! i ul no p m W>000 mil 5 f *(r 000 u ptiUvdv 
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of acres, constituting 1/5 of the area under cotton in Bombay 
Piovmce and Indian States together Out of this the general 
Mutability of Jarilla for the Khandesh area i«- estimated at 7 to 8 
lakhs of acres," 0 i e, about 75 '• of the total area undei cotton in 
Khandesh, (u) NV 56-3 known as Jarilla (otton is a selection 
horn—Gossypium Arborium variety—Neglectum and has a staple 
length of 13 16" while the same of local cotton i» I 2 , (ui) it 
has smooth feel, silky appearance and prises a spinning performance 
from 23 to 30 counts (warp), (iv) Its ginning pcnuiLagt is 35 
and that of the local variety is about 36 ll usist* will and gives 
a high yield per acre 

It lb baid that the cause of depression in Indian r otton prices as 
icp resented by the Broach ContiacL was its basis which pre&uibcd 
fair average staple of the season 1 his was an indefinite and vague 
term as every one in the tiade had hi> own idea about such staple 
lL was therefore thought propn by an o\ er whelming majority to 
pi escribe a definite staple length as ihr basis of a hedge contiact 
It was obvious that if a staple length of the ba«is cotton were 
prescribed the pnres of all tende ruble varieties would apprenate 
generally and the depressing tffeU on a putiiular contract would 
he removed to a rertain extra! hei judged m this light it will 

be realised that the piesent pure lev< 1 of Indian cotton seems 
comparatively healthy and intrinsically sound due to llu minimum 
pieocnption of 3 4" staple as basis foi the Indian i otton contract 
In this connection it is interesting to note that the special sub¬ 
committee on the ic\iaon of hedge contiact-. hail lerommended 
11 16' staple as ba 4 i But Lhc herlgr contiact sub-committee 

realised the danger of mixing Di shi i otton with l in* Jarilla that 
the acceptance of this l^t ominc ndatiou would op^n and theiefore 
incleased the staple length to $ 4' foi basi*. with full on allowance 
lor 13 16" staple il Undeied ncauist the r outran It may now 
he hoped that ih* minimum stapN rt rjuircmenl in th' Jarilla contract 
will help the ciillnalor to realise hi> due by mamlriining the price 
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level for Indian cotton at its equilibrium or intrinsic worth. 

Delivery Period and Trading: It was suggested in 1935 that 
delivery period should be one month and each period should be 
consecutive, e.g. April, May. June, July, August and September 
for Broach. Another suggestion was that the Broach contract deli¬ 
veries should be for eveiy alternate month extending from Decem¬ 
ber to October. The underlying idea was to ease off the concen¬ 
tration of trading of the Broach April 'May position which w$s 
practically an eleven months contract. This concentration used to 
result in a huge accumulation of Mandi, Teji and straddle interests 
on this delivery position only. I’he hedge contract sub-committee 
of 1940 having visualised this drawback unanimously agreed and 
recommended that instead ol double delivery months, a single 
month delivery period of 25 day* should be prescribed. The Board 
accepted it and Lhe amendments to the by-laws to give them effect 
weie passed at an extraoidinary general meeting of the E.I.C.A. 
held on the 7th Maich 1941 and forwaided to Government for 
sane lion. The new conliacl has now given a piaclical effect to it 
by embod>mg a single month as a delivery period with the time 
ranging from tlic 1st to 25th of the cunent month. In other woidn 
the present contract has 25 days ns tendering period-whereas the 
old contract had 55 days and this used Lo have a depressing effect 
on the general price level lor Indian coLton. 1 lence lhe change was 
most desirable. 

Again, though Lrading was nol piohibited in any one of the old 
contracts during il* delivery period, the new contract prescribes 
that no fresh trading during lhe dolneiy month is permitted iiftei 
the seventh day of that position except for the purpose of squaring 
long and short tiansartion again >t it.’ 1 I his is juyi in compliance 
with lhe piarliie available in other countries. This inno¬ 
vation has its own history behind il It wa* suggested that 
during the delivery period transactions in a • nnlract frn thul 
posiLion should be piohibited, ie. during the months of April 
and May transactions in llu Hioach April May position should 
be prohibited. Another suggediun was that as soon as the 
delivery period commenced no sale should be made without 
covers.-” lhe Fast India t ollon Association liked the idea and 
lhe Board accepted il. lhe pioredurc followed in practice is lhat 
members should .submit their Instruction Forms to the Clearing 
House on the first day of cM'ry drlivery period giving detailb of 
ibrir open pun base* and sales foi drlivery of cotton during that 
month. Membeis who have open contracts for delivering cotton 
during the month should submit a dummy deliveiy order to the 

21 R\ law No *>0r(n) “\m |niinii whu loiitiauiif tlir provisions of tins sub-clause 

lull Ik Jiabh in addition lo all other ptualti’s to such penalty, not exceeding, 

Rs 50'- pn candy a* the Board shall fix". 

22 IV “Hut short silts ic, *>al<s withnui imti ol Jdua) irodciablc mUon undci 

loniiftct dining and delivery period ol a hedpe cnntULt hr prohibited". 

Rc]hiii ol the llidgL Conti act Sub-Committee, 1940. 
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Clearing House on the first day of the month. 1 he Clearing House 
should pass on such delivery orders according to the instructions 
riven by members in their Instruction Forms and find out the last 
buyei. As soon as the work of passing on of delivery orders is 
lompleted and the last buyers' names ascertained, the Clearing 
house should notify the number of delivery ordei, name of the 
^ller and the name of the last buyei in rcspecL of each such tender. 
After the posting of the notice Pacca delivery orders should be 
allowed to be issued by members in respect of the dummy delivery 
order and the same should be passed on by the Clearing House to 
the irspectivr last buyers previously ascertained. In order to avoid 
(ear of the longs being i ailed upon In take up 100% of the delivery 
orders again*! their purchases at any time, it is laid down that 
delivery orders should be distributed pro rata amongst the buyers 
so that they may not have to rush in to liquidate iheii purchases 
before delivery period starts. For example, if the long interest 
is one lakh of bales and orders issued are ten thousand bales, every 
buyei receives 10 ', orders against his long interest and not more. 
Ihus the new contract inspires confidence among the buyers who 
instead of being scared away from the market have now to take 
delivery of only certain peicentage of Lheir long position from time 
Lo time. 

Fixation of Difference between Standards: Under the Jarilla 
contract, cotton of the varieties included in basis from 3 4" up to 
7 8" and up to two classes 'on', je, up to Lxtra Supeifine is 
tenderable at the uurirnt premia. Other varieties arc tcndeiablc 
not at the full ruuent piemium but at a discount nf 18 3 A\ of it. 
F »'i example, if the tendering clifferrnce between standards 1 j» fixed 
by the special committee at Rs. ID - 'on' the basic cotton and if 
die* final awaid in arbitration b 1 10" 'on' for staple and if the 

‘nn’ allowance foi a staple of 1 16" omr the basu staple lengLh 

of 3 4" is fixed by the special committee at Rs 20 - 'on* then in 
the Delivery order tendered to the Clearing House, the variety 
differmre would be mentioned as Rs 10 - ‘on* !es-» 18 3 , i.e , 

Rs. 6 2 - and in the arbitration award the ‘on’ allowance for staple 
would be mentioned as 1 16' ‘on’, i e, Rs 20 - ‘on* less 

18 3 A* t , i.e., Rs 10/4 - Therefoie the tenderer of premium 
cotton, instead of getting Rs. 10 ’on* ioi variety and Rs. 20/- 
‘on* for staple, i e. f Rt 30 - in all ‘on* per candy, would get only 
Rs. 24 6 - ‘on* per candy. Similarly, if Lhc tendering difference 
between standards is fixed by the special committee as Rs. 10/* 
‘off* the basic cotton and if the final award in arbitration is I ' 16" 
W for staple and if the ‘on* allowance for a staple of I ^16" 
over the basic staple length of 3 A" is fixed by the special com¬ 
mittee at Rs 20 - *on* then in the delivery order tendered to the 
k Clearing House the variety difference would be mentioned as Rs. 
10 * plus 18 3 A f ,i , i.e., Rs. 1 1/14 - ‘off* and in the arbitration 
award the ‘on* allowance for staple would be mentioned as 1/16" 
on, i.e., Rs. 20 - ‘on* less 18 3/ 4' r. i.e., Rs. 16 '4-. Therefore 
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the seller of discount cotton, instead of getting only Ra. lO/- 
‘off’ for variety and Rs. 20 - W for staple, i.e., Rb. 10/- ‘on* 
per candy would get Rs 4 0- ’on* pei candy. This is a very 
desirable and much needed reform. Again, it is in consonance 
with the practice available in the American sister markets like New 
York. In fart, the theory of hedging is that a futures contract 
should discourage giving or taking of delivery against it. The one 
way to follow this in practice is to impose restrictions on tenders 
of premium as well a*-* discount varieties of cotton against futures 
contract. It was suggested to the Boaid ol the E I C.A. in 1936 
that all cotton other than basis should be tendered at 'on* or *off* 
in the diffeient contracts which would be fixed by the Board on 
percentage basis. The bone of ontention was that fixing of the 
maximum percentage which the seller of supenoi vaiiety of cotton 
should get by (endeung it undri anj contract should be restricted 
to a certain hgure and it should not bo open lo the holder of cotton 
if he wished to lendci supenoi variety to got anything mote Fui- 
iher in i uses of cornets oi boat raids, on account of pressure for 
selling superior cotton, the value of the basis of the contract is 
also reduced. Theioforo, while the total quantity of cotton tender- 
able under the hedge contiacl should tend to be itduced lo a 
sate figure, sellers should not he mateiiall> handicapped on that 
score as they would be able Lo dispose* of their cotton in a ready 
market if they found that the* Tiimiium obtainable in futures was 
inadequate considering ihe quality tendered \ piohable objec¬ 
tion to this ii that supenoi varieties would in effect be debarred 
from being tend# rable against the r onlract It may however be 
«*aid that having regaid to the constitution of the old Bioach con- 
hart cottons of highly varying values were being tendered against 
it with the result that buyer** were stared away from taking delivery 
of cotton thcreuudei In oidei lo induce buyeri to oueiate in 
fuluies more beely and at the >*anie lime to r onfmue to give to the 
seller the right of tendering supenoi coLton, llie present scheme 
has been devised In New Yoik lenders of cotton of longer staple 
and betlei grade than the Middling basis 7 8" are allowed but 
with a discount on thi piemium This helps to discourage tender¬ 
ing of superioi vanehes of rollon against the contract Better 
varieties known as ’olhei disruptions’ should lie tenderable at 
hart'd diffrienir let 1 - a definite percentage because all growths of 
‘on’ allowances rallying piemia act as a sort of weightage to pre¬ 
vent the contiacl from unnaturally soaring ton high. Another 
objection to be met with is that it may affect the grower of superior 
vaiiclies of lotion. But it -hould be pointed out that this fear is 
groundless, since the snowei of superior varieties could very well 
dispose ol his cotton in thr spot market at a highei premium. In 
fact, the object of discounL is to make the contract attractive to 
the buyer. Owing to different qualities of cotton varying* widely * 
in price being made tcndrrable under the old contract, the pressure 
on it was so great that the price of the basis used to remain dppres- 
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•»ed to a certain extent and there being no certainty as to what 
particular type of cotton the. buyei might receive in tender he 
hesitated to take delivciy As the buver was scared away that 
factor reacted unfavouiably on the puce level for the contract 
]he conditions responsible foi lowei price levi 1 oi Indian cotton 
should be lemcditd One of the most effective step** in this direc 
tion is to place a handicap on the tendering of superior varieties 
of cotton Tht lcsult would he that the giowers of cotton includ¬ 
ing those growing superim styles would on the whole get better 
prices than they are likely Lo get without such handicap, insomuch 
as the loss in the premium would lie inoie than compensated by 
the contract becoming pop liar and r» ulting in appreciating of the 
price offered for the basic cotton It may theiefore be observed 
that the present innovation of 18 3 4 discount is in the right 
direction 

War Provisions: In addition to the above rhanpes a number 
of provisions ha\e been intoipoialed in the new contract to meet 
tlie then ixi^ting tiansport ind w u con lition These alterations 
reft 1 to (1) options imen to buyers and (2) powers vested in 
the Roaid (a) An option lo demand upcounlry delivery and 
lb) a right lo buy on artount of i seller I all under the former 
while (t) power** to fix spot i »tes m thr ose of bear raids or bull 
manipulations ind (d) settle price in thr rase of emergency come 
under the latter t 

(a) Upcounlry Delivery: Under notmal circumstances the 
(ontrart stipulates deli\ ery in Rrnnbiy BuL it i possible that a 
s(Mei may have cotton Kin in a molu iJ ait a ind vet he may be 
unable foi no fault of his own 1 > bum, il clown to Bombay and 
Irndei cotton in bdhlment of hi ti ms,ulion With a \iew to 
mitigate the haidships undei the shoita^c of wagons the buyer is 
uven the option to demand dclivtiy upcounttv If a buyer elects 
to exerti*e the option he should state «o m tic instruction Form 
to be submitted lo the Cleirin' Hou-if The proreduif lud down 
i, that the seller his to no*iiv to the buyer within 24 hours from 
the insliuction by th< Clem mg House the place uptounhy wheie 
the cotton will be tendered jiovhj i hovr \or that the seller may 
instead of informin'* the last buyei oi thr place tender a Railway 
leceipl oi a bill of lading covering the Diidnabh cotton ronsirned 
Lo Bombay If he fails to do cither of these things the cotton 
shall be invoiced b ick by thr last buyer at the spot rate with a 
penally of Rs 25 - pei candy rurthei in the event of the buyer 
taking delivery upcounlry, he is entitled to leccive from the seller 
reasonable charges incuricd in that connection eg railway freight, 
cartage, octioi, etc If cotton is to be delivered upcountry, it 
«hould be piotected under rovei and necessary firihties for samp! 
ing as well ai storing until the buyer is in a position to remove it 
should be afforded by the seller In return for this obligation the 
seller is given a latitude of delivering cotton from any of the 
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scheduled places situated in India. ^ 

(b) Right of Buying on Account of a Seller; The right of 
buying on account of a seller was first introduced in India by the 
Cotton Contracts Board in 1920. It remained in force until that 
body ceased to function in 1922. The EJ.C.A. withdrew it subse¬ 
quently. Since then there was a feeling amongst certain sections 
of the trade in favour of its restoration. But it was not until 1934 
that this feeling took a definite form in the shape of a representation 
to the Board of the E.I.C.A. On its consideration the Board 
agreed to restore the right of buying on account. The by-laws 
were accordingly amended and approved at the general meeting 
held in April 1935. Government gave their sanction to them in 
February 1936. This ritrht lernained in force during the seasons 
1936-37 and 1937-36. A Inquisition for its removal had been 
made in May 1937 stating that a nrw set ol conditions had been 
introduced in the tiudr. The Bo a id convened an extraordinary 
general meeting where a note that this right might he done away 
with was sounded. Eventually, a resolution for the withdrawal of 
the right of buying on account of a seller was carried out in Febru¬ 
ary 1936 and the respective amendments received a sanction from 
Government in April 1936. Since then, the position was that the 
buyer had either to take the cotton with allowance awarded or to 
reject it and invoice it back to the seller. One of the main fear*- 
entertained by some was that the giving of this right to the buyer 
would rreate unnecessary disputes inasmuch as a buyer might pay t 
a highei price lor cotton bought on account than the rate fixed 
by the Daily Rates Committee and a seller would have to pay such 
high prices. This can be dispelled by inserting a proviso that cotton 
should be bought within certain maximum range of prices, say, 
64 to 10 r < higher than the spot rates. But to comply with the 
requirements of a hedge contract, this light of buying on account 
is found by experience to be desirable and indispensable in the 
interests of the cotton trade as a whole. It is gratifying therefore 
to note that by restoring this right under the new contract, an 
attempt is madr to establish leadjustment of privileges and, respon¬ 
sibilities of buyers and sellers of a futures contract 

(c) Special Provisions against Manipulations; In the past, and 
even recently, there have been several manipulations known in the 
trade as ciLher a 'squeeze', a 'corner' or a 'bear' laid. The method 
adopted for overcoming surh a situation is that should the Board 
receive a requisition signed by 50 members or more that either 
the 'corner' or 'hear' raid exists, the Board should call a meeting 
of the general body. In case the geneial body by a simple majority 
decides that the 'squeeze' or 'corner' has occurred and until it 
decides that such a situation has ended, (0 discount of 16 3 

on ‘other descriptions’ will be discontinued and ( 2 ) penalty pro 
visions of 'default in delivery* will cease to operate* If the 'bear 

M Nkmw issurri |i* flu E.I.C.A,: Ifoh J.iruun 1W. 
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raid* has taken place, until it has ended, (i) the discount of 
18 3/4 r /r will be raised to 25 f /i and (ii) a buyet will have the 
additional alternative right to buy on account of a seller in cases 
of rejection of tenders* and 'default in delivery*. Under both 
these circumstances, the Board is given a further impoiLant leverage 
of fixing spot tales of all rotlons bearing especially in mind: (a) 
lates ruling in upcountry centres, (b) rate* for similar giowths and 
(c) rates for subsequent deliveries. 

(d) Emergency Powers Vested in the Board: The last, but not 
the least, important change in the contract relates to emergencies 
which might arise due to the war, e.g , evacuation oi the city, etc. 
In such a situation, the cotton trade is likely to be dislocated and 
the trading in futures may be rendered difficult if not impossible. 
If the Board therefore feels that as a result of the war, a state of 
emergency exists and if the Government of Bombay concur, they 
may fix prices at which futures transactions should be closed out. 
Further, in the case of an emergency, the requirements of the 
quorum for the Board is to be dispensed with and such rates as 
might be fixed by them should be effective, subjert to the sanction 
of the local Government. 

It will be noticed that these are special war provisions which 
take into account the existing abnormal tiansporl situation as well 
as the probability of emergency aiising out of internal or external 
conditions in the trade. Although all the above provisions are 
incorporated to cope with the requirements oi the present times, 
one cannot but feel, that in view of their prartical utility, the 
continuance of some of them even during the post-war period will 
be of lasting benefit to the cotton trade and industry of the country. 

4. MERITS AND LIMITATIONS OF THE JARILLA 
CONTRACT 

Having traced the genesis and analysed the technique of the 
new contract for Indian cotton, we are now in u position to assess 
the merits and drawbacks of the Indian CotLon Contract. 

Special Merits of the Jarilla Contract: If a comparison is attemp¬ 
ted between the Jarilla and Broach contract?, it will be easy to 
appreciate the value and practical utility of the existing system of 
hedge contract. On perusal of the constitution and composition 
of the two contracts, one finds that the new contract is far superior 
in its technique and has a number of special advantages over the 
old one. At the outset it should be noted that there are more 
points of contrast than those of comparison between the Broach 
and Jarilla contracts. Again, theie are quite a large number of 
special provisions in the new contrart in comparison with the old 
one. In the first place, so far as the basis is concerned, it may be 
stated that Fine M.G. Jarilla is an advanced step in the right direc¬ 
tion since in the case of the Broach, the basis was simply Fully 
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Good M.G. Broach, The theory is that the belter the grade the 
higher the value of the contract and vice versa. Fully Good was 
relatively an inferior grade which restricted the scope of tender able 
descriptions, for, grades lenderable under the Broach were up to 
Super-fine only. In consequence, better varieties had to suffer. 
At the same time, lower cotton up to Good which was very low 
grade and deserved discarding was recognised as a tender able 
quality. Both these limitations of the old contract are done away 
with under the nrw contract. The Jarilla increases the scope for 
better varieties by allowing on one hand the grades up to Extra 
Super-fine to be tendered and on the other hand by directly dia> 
couraging the lower grades like Good or Good to Fully Good. 
This is likely to help the trade to establish efficiency in matters of 
picking, ginning and pressing of rotton. Thus the innovation of 
Fine as basis is very sound and is bound to have a good effect on 
the whole. NexL in impuilance is the basic change in the direction 
of staple length. Under the Bioarh the clause of the ‘fair average 
staple of the season' had a demoralising effect on the entire crop 
of the country. 7 he very notion of the ‘fair average' varied with 
individuals and the human factoi played at times havoc both in 
the survey and trade practice. There being no stipulation regarding 
staple, no allowance was to be given for better staple varieties in 
lender. The old contract was in fact a mixture of both. A mini¬ 
mum staple length was pi escribed for certain varieties, and there 
was no dcfiuile prescription in some cases at all. As a result, it 
tended to put premium on mixing. Mal-practices were being 
encouraged openly. 1 ' 1 The new contract, on the other hand, lays 
down the minimum basic staple length as 3 4" and encourages the 
superior staple varieties to be tendered at their intrinsic value up- 
to 7 8". It not only does away with the idea of the ‘fair average' 
but also definitely presetibes that rotton below 3 4" staple is liable 
to be rejected unless of course the buyer is willing to accept it 
uplo II 16* fit hill discount. 1 he idea of giving buyers the option lo 
accept upto 2 x 2" below the minimum limit of 3 4" seems to be 
that if the class is heller the belle: .should not be punished severely 
or that if the buyei needs cotton his choice should not be unduly 
lestricted. Two fundamental facts ere recognised in this option 
lo the buyer, firstly that buyer is the best judge of his interest and 
secondly that climatic vagaries should not be neglected totally. 
Again, the Jarilla contract gives a definhe fillip to the cultivation 
of longer staple cottons in India. While praising the present con¬ 
tract some people go to the extent to say that it is a staple cotton 
contract and us such a much betLer one than India ever had in the 
past. This is rather an exaggeration. It should however be said 
in the fairness of things that the Indian cotton contract doeB recog¬ 
nise the fact that India is now becoming a grower of medium and 
^ _ __ 

71 ‘ M.ilprjUiumil miMiij! \un IijmIU suactionril by the hi-laws of the F..I.C.A. 
Unitin' nl tin djuse of the 'f.iii awupr staple of the season' js basis in the 
lltoadi i.onii:ur — Pusnn.il ulU, 
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long staple varieties ih place of only short staple cotton. In the 
third place trading months are all single with delivery period of 
25 days for the new contract and this is likely to reduce unhealthy 
concentration of trading in any one position which was not the 
case with the old contract. Under the Broach there were double 
trading months with delivery period being extended for 55 days 
which had an adverse effect on the general price level for Indian 
cotton. Further, the Broach had only two positions for the purpose 
of hedging as well as for speculating. The Jarilla overcomes this 
great obstacle and gives a fairly large number of trading positions 
extending from January to September which comes to about nine 
months in any one season of the cotton crop. Another welcome 
change relates to the varieties tenderable as 'other descriptions*. 
The old contract was composed of varieties widely varying in 
values and there was practically no correlation in its constitution. 
The best as well as the unwanted growths were tenderable against 
ihe Broach under the shield of 'other descriptions' and the differ* 
rnces fixed used to vary at times from minus points to Rupees 
hundred or more. The resultant effect was most depressing in 
absence of any body coming forward as a buyer, though the weight 
at the back of the contract was hardly 15 lakhs of bales^ 5 The 
new contract carries the weight of 30 lakhs of bales behind it and 
yet tries to maintain as far as possible the best correlation between 
the tenderable varieties. It should however be said that this benefit 
is derived more or lefts from the fact that the Jarilla gives impor- 
1 tance to the staple stipulation which the old contract failed to do, 
e.g., premium obtainable for other descriptions under the Jarilla 
varies with 'premium varieties' and 'discount varieties' in matters 
of staple lengths at the discount of 1 8 3 4 'u more and less respec¬ 
tively. Moreover, the requirement of the staple length of 3/4" as 
ihe basis marks a line of demarcation for a number of styles which 
were otherwise be tenderable in the past. In consequence, a uni¬ 
formity is now more likely to be achieved and maintained under 
the Jarilla. Besides, the new contract takes into account the follow¬ 
ing factors while fixing the tenderable differences as well as spot 
rates, viz., (a) rates for ready cotton prevailing in Bombay, (b) 
rates ruling in upcountry, (c) rates for similar growths and (d) 
i tales of succeeding deliveries. On the contrary, the old contract 
did not take into consideration any of these factors except the 
first one for fixing spot rates. The effect of this was the wide gap 


25 Tilde showing (slumitr nf the culton temlrrahlc against ihi nr\v hedge contract:— 


Description. 

Jarilla 

Btuuh Farm 

DholleraS'Kalagin 

Jfiwnri 

Jayawaot 

Upland 


Bulrt. Description. Hales. 

6,00,000 Bagalkot i Mu at 75,000 

3,50,000 Wt sterns . 1,50,00ft 

1,50,000 Sind/Punjab 

75,000 American .. 10,00,000 

1,00,000 Cambodia 2.55,000 

50,000 Kjijni.inni — Tinnrsclies 1,65,000 


Total trmlriablr rottnn against the 1,C,C,; 29,70,000, 


9 
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in the 'normal spread' between the spot and futures prices as well 
as between the price levels prevailing in the Central and primary 
markets. It is now hoped that under the new contract, since a due ^ 
consideration of all the prime factors is provided for, the 'normal 1 
spread' will not be much disturbed in future. Of equal importance 
is the modification of the clause relating to 'rejection of tenders'. 
Under the Broach, no full allowance was to be stated but the award 
simply mentioned very arbitrarily the phrase of 'justifying rejec¬ 
tion* at the option of the buyer. In that event the buyer had two 
courses open to him; namely, he might reject and invoice 21 * back 
cotton without any penalty to be paid by the seller or he might 
weigh over with the allowance awarded. While, under the Jarilla, 
full 'off' allowance must be clearly stated in the awards and again 
it must state separately allowance for class, staple, and the length , 
of staple, e.g., tendering "differences between standards as well as 
'on' allowances for staples of I / 32", 2/32", 3 32 and 4/32" 
above the basic staple length of 3M" for all varieties are to be 
fixed in advance.-' 7 In the case of cotton which is liable to rejection 
for grade or staple, i.e., if roLton is more than one class 'off or 
less than 3 4" in staple and is more than one and a half class 'off* 
and not under 1 1 16", it is at the option of buyer to reject or 

accept the same. If he elects Lo reject cotton and invoices it back, 
he is entitled to a penalty of Rs. 3 /- to be paid by the seller, other¬ 
wise he may weigh oveT the cotton with full allowance awarded. 
Thus the new contract gives slightly better facilities to the buyer. 
The motive behind this clause is to attract more and more buyers, 
who used to be scared away in the pasL. It is inserted also with 
a view to discourage indiscriminate lenders or retenders of cotton. 
This goes to make the tone of the cotton price level a lillle bullish 
and more steady as well as healthy. In addition, a provision is 
made for the constitution of a Super Appeal Committee. Its only 
function is to decide about (he staple of the cotton tendered. To 
see that the Super Appeal Committee is availed of as 
a last resort only the fee for a Super Appeal 
is kept a bil high at Rs. 250 - Further a great lefonn 
is wrought in the field of speculative manipulations. The 
real weakness and defect ol the old contract was in connection 
with the defaulter. In fact, one used to hear so often in the past, 
that the Broach contract encouraged default in delivery and thereby 
facilitated sellers not only from thioughout India but also from 
foieign countries to come and sell in the,ring of the E.I.C.A. It is 
very difficult to deny this charge entirely. There was an element 
of truth in it. It was laid down that in the case of default in 
tendering on the part of a seller a buyer should invoice back at the 
spot rate with a maximum penalty of Rs. 25 per candy from the 

26 It the hiisrr insmus huU cotton which is inort than a 'class and a half off rhc^ 

seller becomes Liable to a penalty nut exceeding Rs 25per candy it so awarded 

by the Appeal Committee 1 . 

27 Cf* Notice issued b\ tht 1.1 C A on 22nd February 
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teller. The result was that the seller sometimes preferred to pay 
the penalty and shirk the responsibility to his own benefit The 
buyer had no other remedy but to accept the penalty and put an 
end to the dispute. In practice the sellers used to sell and sell 
short knowing full well that if they are not able to cover they will 
pay the penalty and escape. But the far-reaching feature of the 
Indian cotton contract is the special provisions that are devised 
against manipulations which did not exist so far. The Jarilla has 
tried to remedy the situation as far as it is practicable. The buyer 
is given the discount of 25 on other varieties instead of 
18 3/4% and the additional alternative right to buy on account 
of the seller in case of bear raids. In the event of ‘bull' manipula¬ 
tions, the discount of 18 3/4% on other varieties' is to be dis¬ 
continued and penalty provisions of 'default in delivery* should 
cease to function. Another innovation was necessitated by the 
shortage of wagons. A genuine seller is given relief in that a 
penalty for 'default in delivery' under such circumstances has been 
reduced from Rs. 25 - to only Rs. 7/8/- per candy. Finally, the 
present contract being a war measure gives emergency powers to 
the Board to fix prices at which all forward contracts may be closed 
out. These are some of the principal and invaluable merits the 
Indian cotton contract generates provided it functions in a free 
market unhindered by rumour-mongerB or Government control. 

Its Weak Points: In spite of so many special advantages, the 
Jarilla contract is not free from its limitations. A section of the 
trade has struck a note of warning against the embodiment of 
ceitain reforms in the hedge contract system for Indian cotton. Ss 
Objections are raised by vaiious shades of opinion from their 
respective angles of vision. Notwithstanding the good features 
noticed above, the working of the new contract has revealed a 
number of weaknesses in iL and some of the members have felt 
that these must be set right at an early date. The directions in 
which changes immediately required are mainly two: (I) the basic 
•staple length and (2) the system of fixation of differences. Regard¬ 
ing the first, it is 9tated that Jarilla 3 4" is the cotton which simply 
does not exist.* 0 The 3 4" was in fact only a compromise between 
the demands of two sections of the cotton trade; brokers wanting 
II 16" and merchants 1 3 I b”. To satisfy both the sections an arith¬ 
metical average was finally evolved. The 3/4” is possible only 
by mixing Jarilla and Deshi varieties. The new contract with its 
basis as 3/ 4" staple cotton is regarded as putting a premium on 
mixjture and thereby perpetuating the very evil that was sought to 
be remedied when the Broach contract was scrapped. The argu¬ 
ment is that the contract should represent natural cotton and this 

-A 'I do aoi consider the pusint Intlun upturn cuntuit as a haljncc contract in that 
^ in on anxicts to keep tht pnu. ol thi umtuii high as was suppoud to he not 
the case with the Hioaih contrail, the Indian mrton cuntiau has been ton much 
weighted in fasnui of the bttsei —Rc.pl> to a quolinnnjire issued b> us 
29 Capital* 11th March 1W ^nd Commerce* 6th February 1943, 
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can only be done by laying down the baric staple (or Jarilla cotton 
at 13/16" minimum. Similarly, it is stated that there is no such 
description as 3/4" N.T.LSS, or 2S9F. cotton. Therefore, the 
minimum staple length should be substantially raised. The staple 
length for Surti including Navsari cotton should also be increased. 
As regards the new system of fixing differences, it is said that the 
old system was much better and more desirable from the practical 
point of view. The system was the commercial one and the dif¬ 
ferences were fixed from day to day, i <*., differences were decided 
from the daily spot rate quotations as opposed to the present 
system of periodical fixation of differences lasting for the entire 
period for delivery. Under the existing contract premia or discount 
for 'other varieties’, i.e., tendering differences and 'on' allowances 
for staple higher than 3/4" to 7/ 6" are to be fixed for the whole 
delivery period about the 25th day of the preceding month by a 
special committee. This is regarded as a most deplorable step 
since it is going back to the primitive and unpopular system. This 
system has a tendency to accentuate the trend of prices on both 
the sides, downward as well as upward. The system of fixation 
of differences under the new contract is therefore calculated to 
injure the interests of the cotton trade in general. There is another 
objection. It is in connection with the prohibition of trading in 
futures during the delivery period. A difficulty experienced in 
practice due to this rrlateB to the fixing ol ‘call’ cotton. The great 
hardship arises in the case of cotton being sold or bought on sellers’ 
or buyers' call. The point to be considered is whether it is open - 
to a Beller of actual cotton who has sold his cotton 'on call’ and 
sold the futures conhact simultaneously to keep the sale open til) 
the last but one day and buy it back honi the market when his 
buyer wants to fix the price of such cotton In this connection it 
is said that unless a permission is given there will be considerable 
hardship in respect oi dealing in futures. Again, the real trouble 
will arise in rase of .sellers' call* when the buyer has bought futures 
contract and her omen liable to receive tender if the fixing of call' 
is delayed. It is therefore demanded that the by-laws relating to 
this should be amended making it compulsory on buyers and 
sellers of 'call' cotton to fix their prices before the delivery period 
commences 4 

It is well to lemember at this stage that it was admitted by all 
when the Indian cotton contract was instituted that it is in the 
nature of an experiment. In fact, no one has claimed that the pre¬ 
sent scheme of hedge contract can be said to be perfect. On 
balancing the special merits against the weak points mentioned 
above One feels, however th&L although the Jarilla contract has 
not been rendered as perfect as it could have been, it ir much better 
in constitution and far superior in technique than the old Broacki 
contract. 


Remedies: With reference lo the above limitations, we venture 
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to suggest the following remedies to perfect the new contract:—-- 
The minimum staple length is an all-indie and all-important poinL 
The present 3/4" for Jarilla may be regarded as too low on the 
ground that a pure Jarilla cotton is at least 13/16". 3/4" Jarilla 
cotton may therefore become a mixture of ‘Deshi* and tend to 
encourage mixing deliberately Jarilla with Khandesh in order to 
bring down the staple to 3 4" or 11 16". In support of the con¬ 
tention that 3/4" of the basic staple length of the Jarilla cotton will 
encourage mixing, it may be pointed out that the technological 
Reports on Standard Indian Cottons show staple length of Jarilla 
cotton to be needy 7 6" over a period of 6 years. According to 
Graders 1 report, its staple length varied from 13/16" to 7/8" 
during 1940-41, Taking all these considerations into account it 
would be desirable to increase the basic staple length for Jarilla 
cotton to I 3 1 16", permission being given to seller to tendei up to 
3/4" at the usual discounts.With a view to avoid the repetition 
of the mistake of the old contract on one hand and to keep the 
new contracL as a staple contiact on the other, this change should 
be effected without delay. By doing so many benefits will accrue. 
The character of the Indian cotton crop will decidedly tend to come 
up and a greater quantity of long staple cotton will be produced 
from year to year. Requirements of the domestic Mills will also 
be more easily complied with. At the same time, by an upward 
revision of the basic staple tenderable, differences between arbi¬ 
tration, appeal and super appeal Jesuits will be much narrower. 
Referring to the fixation of differences, the question is as to how 
the spot rates for different growths of roLton tenderable against the 
new hedge contract should be fixed during the delivery period. 
It is evident that the purpose of fixing tendering differences and 
on 1 allowances is to enable the parties to know what premium or 
discount in relation to the basir cotton subject to the handicap of 
16 3/4^ would be applicable if 'othci description* are tendered 
through the Clearing House But as the differences so fixed would 
be arrived at after taking into consideration the prices in spot, 
lnterioi and succeeding deliveries, they would not coincide with the 
rates actually ruling in the market during the delivery period in 
respect of 'other descriptions'. Further, the spot rates for such 
lotton would fluctuate during the delivery period according to the 
law of supply and demand. Since the rates so fixed and registered 
by the Association become effective for the purpose of invoicing 
back, the trade may require such spot rates foi 'other descriptions* 
<ts may be ruling in the market from day to day. Taking these 
various aspects of the question into account, wc suggest that while 
the spot rate for the basic cotton during the delivery period of 
the hedge contract should be fixed subject to the leverage provided 
in the by-laws, the spot rates foi other descriptions' may continue 
to be fixed daily in normal times according to the actual ruling rates 

jU Cf. a "TJuc the basjs of the hctljji uuituu should In ihiogtd frufii 3'4* Co 25 '32" 
Jaiilla’*.—Rt'inni of thi Cibiuu\ Committee; Apnl 1947; p.b 
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m the spot market for such cottons* We feel that the adoption 
of this procedure would obviate any difficulty that may arise as a 
result of the rales for ‘other descriptions 1 being registered on the 
basis of tendering differences fixed by the Special Committee under 
the present by-laws. 

But this is not all. Another consideration is that now the war 
is over. A fairly reasonable time thereafter has also lapsed. 
Hence, the pledge of revising the system of cotton futures is due 
to be executed by the authorities concerned/ 13 No doubt, the 
cotton grower, the trader and the manufacturer would not like 
now to put up with the war-time measure and continue to carry on 
with the existing system. What they would welcome is a sound 
scheme of hedge contract designed to meet their normal require¬ 
ments. Thus the issue with which the various cotton interests in 
India arc confronted at present is the thorny question of devising 
a thoroughly comprehensive and most scientific system of hedge 
system for all the principal varieties of Indian cotton. Though it 
is an embarrassing problem, it must be borne in mind that the new 
structure of the system should be so constructed as to neither 
jeopardise the interests of the buyer and the manufacturer nor 
those of the seller and Lhe grower of Indian cotton. While the 
I.C.C. embodies in it a large number of good points, it is not free 
from certain loopholes and pitfalls. It is suffering from the lack 
of comprehensiveness and uniformity. The Jarilla contract covers 
at the most about 3 million bales of cotton and provides for hedg¬ 
ing facilities only to the staple varieties produced in our country. 
The result of its working is that the rest of the descriptions cultivat¬ 
ed in India are neglected since the system does not make any cffoit 
of providing a hedging facility about them. The cultivators and 
consumers of these growths suffer in consequence. The alternative 
before the growers and consumers of those styles which do not 
find a place in the existing system is cither to give up the production 
and consumption or face the speculative situation. On account of 
the geographical factors and commercial considerations it is rather 
difficult if not impossible to discontinue the production and con¬ 
sumption of the uncovered varieties. Instead of expecting the 
producer to switch over to the production of better varieties of 
cotton and the consumer to resort to substitutes, it is much more 
desirable and practicable to reorganise the system and make A 
definite provision in it to cover up and include all the principal 
varieties of Indian cotton. 

Again, on an average India used to produce annually 5 to 6 
million bales of cotton right up to 1942. Since then the annual 

it “The Committee is of the opinion ilut the present turn is not iipjiumine Ini conn ■» 
tiering a change in the major basis oi the contract."—Report of the QibincrV 
Committee on tin Control o! forwairl trading in Cotton in ilu Ilombay Piovincc: 
April* 19-17; p.5. It seems that the Committee lacked suiViricnt data on (his iuuc. 
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production has gone down to about 4 to 5 million bales. Of these 
roughly 3 million bales are covered by the I.C.C. But the question 
is what about the remaining 1 to 2 million bales? Should they be 
regarded as “orphans' 1 ? Even the so-called orphan cotton can 
now hope to And the lost outlets in foreign markets. In fact one 
should not be surprised if in the near future one finds the revival 
in the production and consumption ot those styles. In these 
c ircumstances, it becomes imperative to overhaul the existing 
system by taking cognisance of the rest of the descriptions which 
arc and which will be produced in this country. With a view to 
making the system comprehensive and thoroughly scientific scheme 
it is not only essential and dosiiable but also in the interest of the 
trade in general that there should be a system of two hedge con¬ 
tract in Bombay for Indian Cottons. They may be styled as 
(I) staple contract, (2) non-staple contract for Bombay. 
This system would cover and protect all the main varieties of cotton 
produced and marketed in India, ll is needlesB to say that if 
these suggestions are carried out the By stem of hedge contract for 
Indian cotton will tend to work for the benefit of those for whom 
the futures market in cotton iB maintained inasmuch as the staple 
and non-staple contracts in Bombay will cover all the commercial 
varieties of our cotton. Cotton which used to pass under the name 
of “Bengal" will be amply provided for in the contract to be 
workable now only in Karachi Surh a system will then have a 
reasonably fair chance of becoming permanent and effective in its 
working to the satisfaction of all concerned with and interested in 
our cotton. 

Of course the diflerrncr of opinion as to the number of contracts 
m a system of hedge oi futures in cotton is bound to prevail as 
it has been done in this case for the last so many years. But the 
well-informed and more enlightened section of the commercial 
community should now come forward and rement this difference 
once and for all by adopting a system which should go a long way 
lo achieve the largest good of the largest number. We thetefore 
feel that the time has now come when the authorities should not 
hesitate in giving a proof of their courage of conviction and bold- 
iiesB of action by implementing the required and desired changes 
in the system at the easiest moment. It may be observed that 
lor the last 30 years or more the method of “trial and error" has 
been followed with the result that the system of hedge contract for 
Indian cotton continued to drift on without arriving at any concrete 
structure of a scientific scheme of futures and that for one reason 
or another it has not been found possible to render the syfttem 
t free from doubts» suspicions and misgivings till now. The time is 
therefore now most opportune for reconstructing, revising and 
reorganising the entire structure of the system for Indian cotton in 
auch a way as to make it perfect in all its aspects and phases and 
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suitable for the many-sided requirements of all the sections of the 
trade. Such a system should be able to ultimately stand the test 
of all fundamental principles of the theory of futures trading in 
an agricultural commodity like cotton. 

5. CONCLUSION 

From the foregoing study of the hedge contract system for Indian 
cotton, it will be observed that the Indian Cotton Contract intro¬ 
duces a number of new ideas. It is a radical and revolutionary 
departure from the old system. The old contracts were introduced 
during the fust world war. The contracts evolved since 1918 were 
based not on the cotton which India consumed but on the vaiieties 
required by foreigners like Japan and others. It is admitted on 
all hands that though they served the trade for the 25 yearB or so, 
they failed to meet the changed conditions. Having regard to the 
changed conditions due to the war, the collapse of the export trade 
in short staple cotton, and the difficulties of transport, the view 
expressed was that it is very desirable to stop trading in any hedge 
contract which has tendcrable against it short and fair staple cotton 
and to devise a new system of contracts of staple varieties mainly 
consumed by our Mills. The opinion seemed to be that if this is 
done, despite the transport difficulties and the collapse of exports, 
it was possible to continue the hedge contract system in India. :tJ 
Hence the cotton trade was compelled once again under the shadow 
of war conditions, to try in entirely new system. This system was 
to remain in force during the period of war and for a reasonable 
time thereafter. The amendments, additions and omissions in the 
ruleB and regulations which are incorporated in the existing by-laws 
of the ETC.A. thus embody in them the genesis of the Indian 
Cotton Contract. All these stages serve to emphasise the evolu¬ 
tionary as well as the orderly process whi<?h mark the gradual 
development of the present form of futures contract in Bombay. 
Again, it is recognised in the Jarilla contract that India is an impor¬ 
tant grower of staple cotton of 3 4 " and higher in the world. This 
contract will definitely act as an incentive to the production of 
medium and long staple cotton instead of shoit staple growths in 
the country. It may he hoped that this contract when modified will 
leave behind it advantageous traces in the system so as to benefit 
all—the grower by enhancing the value of the product of hfe farm, 
the consumer by catering the requirements of the local industry 
And the merchant by giving the sound and perfect system of hedg¬ 
ing badly needed by the trade. 

There is a difference of opinions in the cotton trade and industry 

32 Ct.: “Thirc is unanimity of opinion dial iln hedge con tract is necessary loi the 
marketing iif the cotton in ordinary limes. During the time of war, when the, 
international value of cotton cannot be asceitained, the hedge contract is even 
more nrensar) than in ordinary tunes. At ihr same time, looking to die present 
conditions of the cotton trade, a modified form of contract is required. I fence 
the revision should meet the war conditions".—Fci tonal index views. 
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as to whether there should be one hedge contract or more. But 
there is unanimity on one point that the system must be modified 
to meet both the changing conditions of the Indian cotton crop 
and the trade. The problem of modifying the system is however 
by no means an easy one. As a matter of fact, it may be said that 
no system of hedge contract for Indian cotton could be designed 
which would be universally satisfactory. The task of devising a 
system capable of coping with widely varying interests represent 
probably the hardest nut lo crack. Our feelings is that the formu¬ 
lation of a well-balanced, equitable and satisfactory system is a 
difficult and delicate problem. However, if we are to record our 
first impressions which we have gathered from a first hand informa¬ 
tion while making a personal investigation we have come to believe 
tor our part that the Indian Cotton Contracl makes a sincere and 
bold attempt to diognise the existing malady of the Indian cotton 
trade and industry and suggests a permanent line of action to be 
followed during the post-war period. There is another thing to 
be mentioned in this connection. Since there is no separate con¬ 
tract for the non-staple varieties, the post-war scheme will have 
tn accord a legitimate place to these styles which will continue to 
be grown at least in some parts of our country. Our suggestion 
in this respect is that for the post-war period there should be a 
system of two hedge contracts for Indian cotton in Bombay, one 
for staple and another for non-staple descriptions; the Bengal 
styles being amply looked after by Karachi. In conclusion h may 
'be observed that a reasonable amount of elasticity and broadmind¬ 
edness would be required to consolidate and popularise the 
working of the sysLcm that might be evolved and enforced in due 
course. 



CHAPTER JX. 

UNIVERSAL STANDARDS FOR INDIAN COTTON. 


1. INTRODUCTION 

There is one more question to be considered in connection with 
the system of hedge contract in the Bombay market and that is 
the question of the preparation of standards, The standards should 
be on a certain basis and uniform all throughout the year as well v 
as for ten to fifteen seasons. For instance ‘Fine’, ‘Fully Good' or / 
‘Superfine’ should not change every year but must be constant. 
The best thing in a rountry like India is to have uniform standards 
for our cotton or what is known in America as “Universal 
Standards." In America no one is allowed to sell cotton except 
by “Universal Standards". Liverpool and Bremen had to thiow 
off their standards and accept thr “Universal Standards". In India 
standards are prepared by the E.I.C.A. and the K.C.A. for their 
respective markets. These standards are different in respect of 
the same varieties of cotton and the result is a keen competition 
between the two markets. This tends to injure the interests of the 
cultivator. At picsent the position in India is that what is passed 
in Bombay may be rejected in Karachi or Madras and vice versa.! 

In recent years the question of having universal standards for 
Indian Cotton has been prominently brought to the notice of the 
cotton trade of our rountry. During the last decade strenuous 
efforts were made, particularly hy the Indian Central Cotton Com¬ 
mittee, to evolve such a scheme of standardisation as would be 
universally acceptable. One of the secrets of the successful mar¬ 
keting of American cotton is the fact that in different markets theit 
standards are uniform. Although universal standards for American 
cotton have been adopted in domestic and foreign markets, their 
establishment for Indian cotton even in India appears a far outcry. 
The consensus of opinion expressed to us in the course of our 
investigation was that the adoption of universal standards wouhV 
mark a definite step forward in the consolidation of marketing 
interests of Indian cotton. 

Every cotton merchant knows that the quality of cotton is not 
constant but liable to great changes in style and staple, especially 
After a number of years. Fixed standards prepared years back 
would not therefore represent actual growths of current crop. Both 
buyers and sellers are likely to suffer by being compelled to do 
business on standards which are more or less imaginary and practL. 
cally useless. The Liverpool Cotton Association's standards may 
be cited as a case in point. In 1939, the Liverpool replicas of 
Bengal, OomTa and Broach were found, on inspection and compa- 
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nson, to be thoroughly unrepresentative of their actual growths 
in style, colour, grade, etc., and as such failed to afford any guidance 
rabout the quality in the markets of Europe. 1 It is a matter of 
common knowledge that at times such a situation proves a senoua 
handicap in the transaction of business on these standards. Again, 
as the standards of the two leading Indiap Cotton Exchanges of 
Bombay and Karachi differ in respect of the same varieties, a 
certain amount of competition results inevitably. This should be 
legarded as detrimental to the intnests of the cotton trade even 
in this country A reference in this connection to the general 
opinion of the Standards Sub-Committee of the l.C.C.C. indicates 
(hat if universal standards were made I he basis of trading in these 
■markets, it would help the Indian cotton interests at home and in 
the foreign places Accordingly the I C C C, requested the East 
India Cotton Association and the Karachi Cotton Association to 
alter their hye laws so that trading would be conducted on univer¬ 
sal standaids only and not on the standards of the respective 
bodies.- In response to this, both the Associations consented theore¬ 
tic ally to base their standards on the basis of universal standards 
for Indian cotton as prepared and passed hy the standards Sub- 
C ommittee of the l.C C C But in piactice, this undertaking Li put 
aside and the standards are prepared hy each body independently 
of each other with the result that their classification tends to vary 
considerably 

' TV system of classification of cotton consists, in the main, of 
two principal divisions, viz . (1) the process of grading 'and (2) 
the process of stapling The well-known qualities by which cotton 
is classified generally inrludc the colour, foreign matter, length 
and strength In business pat lance, these qualities are referred to 
as (a) grade, (b) staple and (c) charactei of cotton, 1 While the 
usual methods of trading in spot are “on actual samples," "on 
type" or "on descnption," by far the laigcst percentage of the 
cotton crop of any country is sold “on standards." It is thus in 
the interests of the parties concerned that there should exist a 
system of classification covering the principal trade varieties accep¬ 
table to all Realising the necessity of such a scheme and appre- 
• 

1 Ref rn thr lorn .ponrlemt between the Tivti|xx>l Ciitoii AsMKiitinn .iiuJ rhi Iasi 

Imln Cotton WhuIioii during tin jur 1 

2 Jatiu from thi 11 CC !•» the i I( A uni tlu k ( \ ilitul 12 IJ I'Jjh 

J The unit 'grade* ioviis not unis (if) tlu lulnui, lusfn, and hruditru's of tlu him, 

.uni <h) tin mum and tlu amount nl fotugn in me in thi lint, sueh is It,if, 
dust, twins, and so fntrh hut also (c) tlios< diarjilt etus whuh result from tin 
quality ot the ipnmng, such as pu>tnu and absme of stung) cotton, gin-euL 
fibus and so foith, thrst iharaLtciistirs bung Mint I ‘p il JNiation' lhc tuvn 
'staple.' ufus sunpl> to thi length ut the. fibre: it t\ bt miisidend to Ih an 
abbiuiation ol iht phia&c ‘staple, length ’ The Uim ihaiaUti/indiciU.s thi degree 
of uniformity of length of fibics, ihui strength, smoothness and silkuuss and 
what is knnwn as *boel),* this Utui term meaning the elegru l» which the fibres 

tind to ailhLit to cadi other.’’—A. H, Garsidc Cotlnn goes in Mai La 1935, 

PP 51-52. 
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cutting the desirability of its enforcement, the U.S* Department ol 
Agriculture has progressively developed and effectively adopted 
the system of standard classification during the past 25 years; first 
for giades and later for staple lengths Since 1923, these 
standards 1 arc known as Universal Standards of American 
Cotton 

The following two tables reproduce the official Government 
classification ol giades and xlaplrs of American cotton reaper 
lively — 


I ABLE 1 

Official Government Classification of Grades of American 
Upland Cotton 


Blue 

Urav 

(li B ht 

i\<ri 

Whitr 

Spotted 
(sbm Jihht 

Yellow 

Jjighl . 
\l1Iow 1 
tuned | 

Yellow 

it lined 

blue 

sshitf 

yi llnw | 

tinged 

taincl 


Lamed) 


Middlnif 

tinged) 







Fur 








SLrul ( ro d 








Middling 


S / M 






Ciocd 




i 

U M 

( M 

I . M 

Mi l(Um n 

t M 

( M 

It M 

(i M 1 




fatrud 




i 

S M 

. S M 

s M 

Alirldliiib. 

S M 

S M 

B M 

S M 

M 

M 

M 

Mltldhlln 
fatnot J i \ 

M 

'll 

M 

M. 



S l M 

Middling 

fa L m 

S L M 






tji s 







L M 

Middling 
stnrt Good 

l M. 

li M 






Ordnim 
ft 00(1 

ULdnnM 






1 ABLE II 

Official Government Classification of Staples of American 

Upland Cotton (in inches) ^ 

3/4, 13/16. 7/8. 29/3?. 15/16 il/32, 1, 1 1/32. 1 1/16, 1 3/32, 1 1/8 
1 5/32, 1 3/16. 1 7/32, 1 1/4, 1 9/32 1 5/32, 1 11/32. 1 3/8, 1 1/2. 

It will be noticed that thne is a total of 37 different grades and 
that there are 20 staple lengths for American cotton In this 

I On JuK >0 102 1 th StuiUiv ol \gnuiltua issues an ordtr promulgating tht 
rtvised stmentis and slating that suici tht standaids had been agreed upon and 
u Lptul b> all dai hiding frurupiin Cotton fc&ihangtc. diet might be termed 
ind nkrnd to a* Unmrsal Stindard* for Amuicin Cotton That term is now 
usid in rrfuinct to all oi the grub stindards lui Amu nan Upland Cotton except 
thou, £ui extra white "—Ibtd p 55 
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connection* two facts* which Reserve a pointed attention should how* 
ever be borne in mind. (I) Whereas the Government classification 
icovera a maximum range of 9 grades in any one colour* 70 to 
*80% of the crop falls within 3 of these grades, namely, strict low 
middling, middling and strict middling. (2) While the Govern¬ 
ment classification for staple covers a total range of 20 staple 
lengths, 75 to 65 \\ of the crop is failing within 6 of these staple 
lengths, from 7/8" to I I /w 32. 

II. HISTORY OF UNIVERSAL STANDARDS 

Having formed the conception of universal standards, it is neces- 
<?aiy at this stage briefly to narrate their history for American and 
‘Indian cottons. This will duly enable us to appreciate the economic 
role of universal Btandaids for our growths. 

(i) History of Universal Standards for American Cotton: It will 
be recalled here that the New York Cotton Exchange was organised 
in 1870 and the New Orleans Cotton Exchange was brought into 
being in 1871. In course of a few seasons of trading, the American 
cotton trade felt the necessity of having a uniform method of 
classification. In 1874, a conference of the various lepresentatives 
of the American Cotton Exchange* was therefore organised and 
held in Augusta. As a result of the recommendations then made, all 
the exchanges agreed to prepare certain standards 1 ' on a common 
I basis. Somehow, these standards were not adopted for universal 
f use. Only the N. Y. Cotton Exchange adhered to them. For the 
first time in 1909, the Department of Agriculture prepared and 
established the permissive official standards 7 They were prepared 
by an expert committee consisting of piominent business men and 
experienced classers of the U. S. A But theii adoption and use 
were simply voluntaiy. In fact, there was no statutory obligation 
to follow them. These offirial standards were therefore never 
lormally promulgated nor was any campaign undertaken to secure 
their adoption by the trade. Hence, they failed to come into 
general commercial use replacing the different existing standards, 
and multiplicity of classification remained the order of the day. 
With a view to put an end to this chaotic condition the American 
»and European Cotton Exchanges proposed to prepare in 1913 a 
new set of International standards. In 1914, the Department of 
Agriculture was approached to adopt the proposed classification, 
fhis brought home to the authorities the fact that a new svstem 
of classification was badly wanted. 

In the meantime, the Cotton Futures Act of 1914 was passed 
in America. It provided inter aha, for the use of "official cotton 

* Ibtd, p, 60. 

ii This lystcm was known as “standard Ainnuan ilauifu.itiroi.*’ 

* In 1Q08, the Department of Agriculture was enabled in inuleitake n. systematic work 

in cotton standardisation and to establish an official standard foi the nine grades 
ol white Ammcan cotton In a special ilause m the Act of 1908. 
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standards*' of the U. S. A. promulgated by the Secretary of Agri¬ 
culture/ The Act compelled all the American futures exchanges 
lo use only the official standards in eveiy transaction. The next\ 
step was to enlist the co-operation of foreign exchanges in univer- 
salising the use of these standards. Towards the end of i r l4, 
the Department therefore sent representatives to European markets. 
The American delegates went first to Liverpool with copies of 
official standards The Liverpool Cotton Association had its own 
fears and doubts. In order to safeguard its own position, the 
Association laid down certain conditions” for the acceptance of the 
American standards. Though an agreement could not be reached 
between the parties, the discussion convinced Liverpool about the 
comprehensiveness of the U S. official standards. The delegates 
railed upon Bremen next and conferred with the representatives 
of the Exchange. This helped to establish a working understanding 
between the parties. In 1915, they met the members of the Havre 
Exchange, where it was stated that no criticism of the standards 
could be made 

In spite of a series of conferences with various exchanges, the 
position in 1916 was that none of the foreign exchanges had adopt¬ 
ed the official standards and that the U. S. Government had failed 
to force them on the European markets. The Cotton Futures Act 
was therefoie immediately repealed. The situation however did 
not improve Under the ciicumstances, nothing could be done for 
the following five years It was in June 192 I that the United Stated 
ultimately took a bold step forward by the introduction of the 
Fulmer Bill. In March 1923, the Bill received the assent of the 
President and became the U S Standards Act. This Act compel¬ 
led all transactions in interstate and foreign commerce to be,in 
accordance with the grade standards established undet it. ll now 
created problems for both the countries of Europe and U.S.A 
because the export of American iolLon came to about 50% of 
the crop, and in absence of any recognized and adopted standards, 
those dealing in it began to experience great hardship. They aL 
once realised the necessity of arriving at some workable basis 
through mutual understanding. With a view to clear the atmos 
phert of misgivings, the Agricultural Commissioner made a trip^ 

S Vmlir ilit Colinn Putines Yri. llu Simian oi Agmuluiii was ‘authorised from 
linn to lime, to establish ,iud pmmid«.ui standaids of cotton b\ wlmh its qualm 
or value may lie |udgcd or ditcimmul, initialling Us «radi Itngiii oi staple, 
'ticnuth ot supli, itilrMir ami «mli uilur qmlitics ptopuius and conditions a 
m.iv In sundaidiscd in piklnal 1mm*' 

f > 1 lie lonilmon win. (1) that tin l T S liuurnmtnt hoidd guaranty not to under 
take to ll tificat nr arhiu ul shipments of cotton «nld in Tumpc, (2) ih.it 
Limimol nd the U S (louniniint <hnulil submit 'Lind ml* to tin other pciiodi 
call) and i\ to adiust disarm minis or discripanuis In mutual conussums, (3; 
that the ,i monopoly oi pupating and selling standards in Europe must hi 
‘trantid ti 1 i\ci|muiI and (1) that onlu fiom the US ior future contract, tkt 
foreign c\ilungis should hi (Minptrd from tlu tas — Oftknl lennuh of the 
1 1C A. Nudlcss to say that nnnr of these conditions were acceptable to thr 
V S Department of Affncilturt 
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to Europe and held a number of meetings with interested and 
important interests. In May 1923, a conference of the European 
Cotton Exchanges was held in Liverpool. Visualising the strength 
of the American authorities, the conference decided to send a dele¬ 
gation to U. S, A. Its ulterior object was to devise some working 
agreement under the U. S. Standards Act. It was in June 1923 
that a final conference of historical importance was called at 
Washington where representatives from the leading Cotton 
Exchanges of Europe met representatives of the American cotton 
trade and officials of the Department of Agriculture. The Depart¬ 
ment proposed that if the European Exchanges adopted the official 
standards as Universal Standards, the Secretary would vest in 
them the final authority to determine the classification as to grade 
and colour of exported cotton. Further, a revision of the then 
existing official standards was suggested with a slight modification 
here and there so that they should become univeisally acceptable. 
The conference agreed to both the proposals and the boxes of 
standards as finally approved by all were set aside. The conference 
embodied these and other termB in an agreement 10 signed by the 
Department of Agriculture and the Associations at Liverpool, 
Manchester. Bremen. Rotterdam, Havre, Barcelona, Ghent, Milan 
as well as the Fedeiation of Mastci Spinners. This was followed 
in 1924 by a supplementary agreement providing for the presence 
of the signatories once every two years at Washington to approve 
.the copies of Universal standards for American cotton. 

(ii) History of Universal Standards for Indian Cotton: Soon 
after the adoption of Univeisal Standaids for American cotton in 
1923, the Indian cotton trade began to evince some interest in 
evolving a similar scheme for our growths. The I.GC.C. took active 
interest in giving a practical turn to this plan. It was as early as 
1927 that the idea of adopting the common standards for Indian 
cotton was given expression to by W. E. Jones, the then Vice- 
President of the I.C.CC. and the repiesentative of Lhe E.I.C. A. 11 
In 1928, a deputation from Bombay went to Karachi to confer 
on the advisability ol mutually adopting practical measures to 
gradually level up the differences existing between the Bombay 
and Karachi standards. As a lesult, Bombay and Karachi agieed 
•to accept some of the standards as a common set between them 
during the following season. On account of different views held 

1*1 Hit num pi mils in ihr upturn nt jit- (U ilul iluiiiu du unit thi .ipruinrat re¬ 
mains in fnret thr lkpaiiuunt 1 Aumultuii ‘lull not it life or ilunqi tlu* 
standards befmc siuh nuxldiiarums luw h m uMiadcitil it ,t nutting <u whuh 
lhe Associations will hi gisen an ip|M>itumt\ t am nil, (2i that at suih metungs 
die Associations Jiavt 5(1 urns an- int 311 vutus out ol a total of 100 

volts, and (1) that tlu Depaiun nt shill auil<>n/t tioni time tu time tin intm 
lurs uf the Cnimuurtis ol lhe nsputiu Wmliuoiis in tv icr.c tlu powert oT a 
baud of examiners in mantis ol dassificun n ol uiiion in disputr, and iheir 
award to be final,—Lei tu 1mm die 1.1.1* A :o the cLmd ? I *1-30 

11 Prncrfdmps of the 16th mrrtimr of the I.C.CX.. l l l?!. and it fer to rh* 1 Rrtoliiimn 
passer) during this meeting, 
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by the trade representatives in the two markets, it was, however, 

not feasible to secure uniformity regarding others. 

In 1929-30, the I.C.C.C. sounded a note to the effect that “then 
was no reason why universal standards for Indian cotton should 
not be adopted at least in India, at an early date." With a view to 
make a beginning in the matter in 1932 the I.C.C.C. invited the 
views of the commercial, agricultural and governmental bodies 
interested in cotton throughout the country. 1 - On the basiB of replies 
received, the I.C.C.C. passed the following resolution at their 26th 
meeting held in February 1933:—"That steps be taken to introduce 
universal standards for Indian cottons for use in India itself and 
the Local sub-committee be instructed to prepare a scheme for the^ 
purpose in conjunction with the various trade associations." The 
Local sub-committee nominated a small committee called the 
Standards Sub-Committee consisting of five members—one of the 
Imperial Council of Agricultural Research, two of Lhe E.I.C.A. and 
two of the K.C.A.—representing the trade and agricultural interests 
concerned to prepare standards acceptable to both Bombay and 
Karachi. They met for a number of times in 1934 and decided 
that standards should be prepared according to the groups of cotton 
dealt in the respective centres. Along with this, particular growth, 
number of description of standards were also decided. Later on, 
in July 1934, the constitution of the Standards Sub-Committee was 
modified bo as to include representatives of the cotton growers of 
thr tracts concerned. 1 * Next, the I.C.C.C. requested and everiv 
pressed the E.I.C.A. and the K.C.A. to adopt universal standards 
as basis for preparing their official classifications. The K C.A. 
agreed to have its standards prepared on the basis of universal 
standards from the season 1936 onwards. The Standards Com¬ 
mittee of the E.l.C.A. also unanimously recommended in 1936 the 
adoption of Universal standards by the Association 14 But as is 
well known to all, the E.I.C.A. suffers from ceitain mandatory 
provisions right from its inception. Hence, it could do nothing but 
express its inability to comply with either the request of 
the I.C.C.C. or the recommendation of its own committee. 
Attempts were however continued to induce the E.l.C.A. 
to fall in line. In 1936-39, the Standards Committee of, 
the E.l.C.A. having noted the disparity between the three classi¬ 
fications of Bombay, Karachi and universal standards, recom¬ 
mended that a joint meeting of the representatives of the E.l.C.A., 
the K.C.A. and the Imperial Council of Agricultural Research 
should be convened in Bombay. Its object was to prepare and 
pass the uniform boxes for Indian cotton which might be accepted 
by the respective bodies for their use in future. This Committee 

1> Out of about 70 bodies appnudud, replies fiom onlv 24 werr rueived. Thu fact 
ma\ Ik* irgairiul as a iiinmmr Lonimtnian on the attitude and apathy of lift' 
irttron world in India. 

H Rif to thr SctriUr\’s note submitted in thr 29th meeting of the I.C.C.C., 1934. 

11 Rrpoi i n{ thr Standauls Comm mu of dip f l,C,A submitted in Tune 1946, 
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emphatically brought home to the E.I.C.A. that the desired result 
could be achieved only by taking action in this manner. But the 
?E.1.C.A. remained adamant and even a bold recommendation of 
its own Standards Committee was not acted upon. Since then, this 
matter has been hanging. 

From the foregoing historical review, it will be noted that the 
adoption of universal standards for American cotton took more 
than 1 5 years in spite of the fact that it had the powerful backing 
of the national and resourceful State. Il should also be noticed 
that but for the effective and timely legislation of the U. S. A. as 
well as the indomitable will of the Department of Agriculture, the 
«problem of universal standards for American cotton would have 
remained unsolved. In contrast to this, the history of the adoption 
of universal standards for Indian cotton appears to be rather a 
fiction. It simply depicts misdirected efforts, meaningless recom¬ 
mendations and pious lequests of powerless institutions. Noble 
aspirations and hopes of those who sincerely nourished and 
adumbrated the idea of universal standards for Indian cotton is 
held to-day in abeyance after a devotion of more than a decade 
and half to this problem. 

3. ROLE OF UNIVERSAL STANDARDS 

Having noted the meaning of universal standards and peeped 
into the history of theii adoption, we are now in a position to 
Examine in this section their economic role and analyse their scope 
for Indian cotton. 

Functions of Universal Standards: Broadly speaking, the 
universal standards tan be said to peifoTm three main functions 
for the cotton crop of a particular country. These are: (I) to 
simplify and standaidise classification and its process; (2) to esta¬ 
blish uniformity in grades, number and descriptions; and (3) to 
maintain evenness from season to season so that continuity and 
utility of standards remain universally acceptable. Individually 
as well as collectively these functions tend to bring about standardi¬ 
sation of a system of classification which can be verified by any 
one at any time. Unity in grades and staples can be kept intact 
*by seasonal comparison and contrast with Lhe previous set while 
preparing the new one from every fresh crop. Simplification of 
the process in preparing stand aids and avoidance of the multi¬ 
plicity are not the only services rendered by universal standards 
but minimisation of the basic trade descriptions and their 
numbers inclusive in the structure of classification is another most 
significant point in their favour. It may be mentioned that after all 
it is the range of standards that matters most in any system of 
classification. The usual theory is that the structural range of 
standards should neither be too broad nor too narrow. Hence, the 
functions performed by universal standards may be considered of 
paramount significance to any cotton crop. 

10 
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Their significance (or Indian Cotton: The importance of univer¬ 
sal standards in general and for Indian cotton in particular can 
ncveT be exaggerated. No attempt can over-estimate the necessityV 
and utility of universal standards for our growths. Different') 
standards were, and are, being used in different Indian markets 
and the tendency was and is, even today, to lower or raise or 
adjust the classification so as to attract more cotton to a particular 
centre. Until there are common and uniform standards this com¬ 
petition will continue at the cost of the Indian cultivator. It ib 
therefore essential that the system of classification in all markets 
should not vary, but be the same. It goes without saying that 
uniformity of standards is in the interest of the Indian cotton trade 
as a whole. At the present moment, one finds that different ' 
standards are being prepared in different markets for the same 
descriptions, e.g., F G.M.G Bengal or Fine M.G. Oomra or for 
any other vaiiety. It is in fart an anomaly that standards for 
cotton giown in a rommun area should at all vary in places like 
Bombay, Karachi 01 Madras But this is not all. Difference* 
among grades differ from market to maiket and in some markets 
the classification is changed from year to year r> This fact should 
go a long way to serve as an e>eopener ll is hardly necessary to 
convince one thaL universal standards ior Indian cotton would be 
highly beneficial to the mlnests of the Indian grower. It becomes 
evident therefore that an agiicultural counlry like India, whose 
prosperity is intimately connected with the prosperity of her cotton K 
trade and industry, should devise some ways and means whereby 
the Indian farmer could be freed fiom the pi availing chaotic condi¬ 
tion in her premier commodity 

The effect of the adoption of universal standards on the existing 
practices is bound to he far teaching 1,1 It will he forcefully and at 
the same time most favourably reflected on the cotton cultivation, 
trade and industry of India. For instance the textile industry can 
buy its requirements in the maiket with complete confidence and 
can adopt a long-term piogramnie for the manufacture of certain 
specialised types of fabrics Once tiading in Indian cotton on the 
basis of universal stand aids is on a definite footing, the trade can 
supply and guarantee the exact qualities requited by the domestic 
and foreign ruslomeis. The adoption of universal standards will 
help to broaden the market in the interests of trade and all con¬ 
cerned and would eliminate chances of an unnatural squeeze in 
either Bombay or Karachi. It will tend to promote co-operation 

H Prisons! talks 

I ft Ct “Tin scUinp up nf mmcis.il ‘i.uulaid lm Indian cntirm would usnlr in iniproviri 
riputalum («n ihiin.”- “Wtlmmr tin pinposal lor ilu (solution of uniform and 
umviTSil Maiidauls lm Indian iritton winch would In bimfiual to the cotton trad? 
mtmtls J‘ i whnli as wdl as to tlit mtloii qrowci.” -‘'Uniuisal standards for 
Indian cotton all o\cr tlir woild were to tv welcomed as they would facilitate 
trade 1 ' - Rcplie* to qui'Uonniire issued bs us 
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between these markets. 17 The cultivators may on the adoption of 
universal standards find it difficult in the beginning to adjust them¬ 
selves to the new requirements but ultimately as the significance 
and advantages of the measures come to be realised, they will try 
to maintain the purity and quality of the crop. Where the grower 
is assured of definite prices on the strict basis of the standards 
adopted, he is sure to cultivate cotton of superior quality and 
realise the futility of mixing. There will thus be a toning up of 
the quality of cotton coming to the market and the way will be 
paved for the easy establishment of one variety tracts. The follow¬ 
ing reasons may be advanced for the benefit of those who have 
any doubts regarding the special significance of the adoption of 
universal standards for Indian cotton:—(I) Universal standards 
would mark a definite step foiward in the consolidation of market¬ 
ing interest of cotton in India; (2) Their establishment is essential 
not only in India but also thioughout the world, as it would result 
m the buyer, wherever he might be, knowing that Indian cotton 
could be obtained in definite standards which were not fixed 
according to the vagaiies of buyers and sellers at particular centres 
but which tiuly repiesented the various growths; (3) The use of 
different standards can be avoided by their adoption; (4) They 
would protect the interests of both small and big exporters irres¬ 
pective of foreigners buying them or not; (5) Their adoption 
would lesult in the extended use of Indian cotton abroad, which 
.would undoubtedly be to the benefit of the Indian cotton grower; 
(o) GieaLei efforts will be made by all those concerned in the 
pioduction of cotton foi the maintenance of the purity and quality 
of the crop; and (7) Preferential treatment of cotton coming from 
or grown in particular localities will cease and all cultivators irres¬ 
pective of Lhe diffeiences in place will be assured of the premium 
fixed for the standaid grade and staple 

Difficulties in their Adoption: Granting for a while that the 
impoitance of universal standards for Indian cotton is duly realised 
and adequately appreciated by the inteiests concerned and'that 
lhe country is willing to adopt them without delay, feasibility of 
their Acceptance as well as introduction needs to be examined 
‘from the practical standpoint There is no doubt that this problem 
bristles with one hundred and one difficulties of varying nature. 
To begin with, it may be stated that the long time taken for the 
spread of the improved varieties, the cultivation of superior types 
side by side with inferior growths and the consequent natural mix¬ 
ing of cotton in the fields, the wide variations in the same varieties 
from season to season and between the .first and the last pickings, 
deliberate attempts at adulteration and watering, fraudulent 

('l ‘"Mil adoption nC univtiwl standards will pioinuu tooptutun htt\v*n Rombav 
and Kuaihi Association* anil imikits I lie upturn ol unde is ar uthcr Dombav 
nr Karachi would ihtn pit m nr no difficulty Lin the juit of— (a) wlleis who 
undet whiff tin nitron lus ,tnd (b) most n| flu shippers' 1 —Replies to our 
qiic'tiaiuiaitf'. 
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methods of ginning and pressing, unreliable systems of distribution 
of seeds, absence of proper reservation of tracts devoted exclu¬ 
sively to one variety and such other causes contribute to the diffi¬ 
culties in the adoption of universal standards for our growths. 

Again, the human element prevailing in the Indian cotton trade 
and business is considered as a stumbling factor playing havoc in 
the adoption of anv scheme of standaidisation. 1s Generally what 
happens is that the description ol the standard on paper changes 
a great deal in piactire. Two series of standards were prepaied 
in the beginning, one at Bombay and the other at Karachi, and 
although it was intended to secure uniformity, the situation tends 
to indicate great diversity thiough multiplicity of standards follow¬ 
ed by the respective markets. The annual reports of the I C.C.C. 
reveal that they have tried theii utmost to reconcile the divergence 
in the same standards ptepared by Karachi and Bombay but to 
no avail These bodies do not want to understand each other's 
point of view. While both the bodies admit the necessity of 
common standards, the histoiiLdl initiative and early start, personal 
bias foi one's system of classification and human prejudice against 
each othei set of standards have prevented these markets from 
giving a practical turn to theii theoretical belief. Moreover, in 
view of the existing mandatory provisions of the Bye-law No 12ft 
of the E l.C.A . Bombay rannot adopt universal standards pie 
pared and passed by the Standards Sub-( 'ommitlee of the I C C.C. 
Trading allowed on the «-landards of individual associations in, 
spile of the repeated appeals from Lhe IC C L to adopt only 
universal standards as base, and different basis adopted by the 
K.C.A. and the L.I C A constitute a further serious hitch in achiev¬ 
ing unifoimity. Besides, the prof edure prescribed by the two 
bodies foi the final adoption ol standards varies, eg, the Karachi 
standards are finally passed by the Board of Directors and hence 
carry no right of appeal fiom the Liade wheieas in Bombay, 
standards aTe passed by the Standards Committee subject to a 
right of appeal ficnn the liad>* to the Appeal Committee whose 
decision is final. Similarly, different tunes Km preparing standard* 
and different basis fur conttaUb traded m both the markets come 
in the way 

Another difficulty appeals to have been the dominance of the 
foreign markets of Kurope and Japan, which seem to be in the 
habit of preparing and following their own standards for our cotton. 
Al times they refuse to recognise the classification adopted by 
the Indian markets Foi the most part, standards adopted by the 
foreign maikets like Liverpool remain unchanged as they are made 
every 5 to 7 years lM Character and composition of the Indian 

IS liiiii\H\f uni disuissmn^ wuli tlic li uliiu» coiinii imuhant^ * 

1 l J (T ‘ Thi 1 Lvriprio) sinulinU ucu ninth uifcunr to and nut at all rrpicsrntative of 

ihc jviuil piowtlit ol Htm iml Hrruih M —■ Annual Repoit of the TC.C.O, MO, 
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crop may alter but the foreign interests both at home and abroad 
prefer to stick to their old methods of classifications. In fact, 
f Indians have been shipping not only against standards adopted 
by foreigners but on the condition that when cotton reached the 
other side it will be arbitrated by a board of men who represent 
the buyer- In this way it is abundantly rleav that unless the foreign 
markets are compelled to adopt and use our standards, uniformity 
will not be maintained The Indian .standards need to be recog¬ 
nised by ihr foreign hxchangcs as otherwise (he system may entail 
great hardship on both the sides 

Further, conditions oi cotton production and business in India 
' and America differ vastly. The introduction of universal standards 
in America meant no revolution in thcii usual methods of business. 
The shipping business has been monopolised by the American 
companies and their Government have a contiol over the arbitra¬ 
tion boards in connection with American shipments for the protec¬ 
tion of their interests. In Amenra business on class has always 
been more prominent than business on type owing to the greater 
uniformity of their giowlhs. On the other hand, Indian cotton 
differs more widely from one season to another and from the 
commencement of the season to the after-monsoon period. In view 
of all these difficulties, the application of a system of universal 
.standards in India is lfgaidcd by some- 1 " as revolutionising the 
present methods, and that the lrpiesentalion of the infinite variety 
#of Indian cotton by means ol a s>strm of classification, however 
variegated and complicated, is cunsidcird extremely difficult of 
execution 


Present Position of Indian Cotton: Before we pass on to a 
proposal for the solution of some of the nhnveinentioned real and 
imaginary difficulties coming in the way of adoption of Universal 
standards fur Indian cotton, it would be interesting to make here 
a note of the actual position ol our growths as it prevails today. 
As a result of the movement set afoot since 1927 for the introduc¬ 
tion of common standards between Bombay and Karachi and lor the 
establishment of universal standards in the country, the situation 
today arrived at is that the .Standards Sub-Committee of the I.C.C.C. 
•decided that standards should he prepared for the following 
cottons, ihe first four of which should be dealt with at Karachi and 
the remainder at Bombay:—(a) Bcngals (b) Sind (c) Punjab- 
American (d) Sind-American (c) Omni as (f) Muthias (g) 
Dh oil eras (h) Broach and (i) KumpLas. The growths of the 
cottons to be used in picpaiing ihr standards are also settled; viz., 
Punjab Deshi for Bengals, Sind Drshi foi Sind, 4F for Punjab- 
Aineiican, Sind-American for Sind-American, Reran for Oomras, 


jMuthias for Muthias, Dholleras for Dholleras, Broach for Broach, 


2U Cl. ‘‘Until itu' iMK'riiiH'UUil umk toi flu impimninni u( tin 'arums sltains tins 
civsuh/ol into soiiKllnnp il<finite, it uoulil hi liuiK aiul in fail, thngiroua to 
tulujil uniutMil kUmdauli.’ — R&jiliu lu out i|uoriunnduc. 
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and Kumptas for Kumptas. Each variety should not have more 
than the following three uniform standards;— 


(a) BcngaK 

(b) Sind 

(i) PunijlvAmcinan 
(d) Snul Ammun 

(c) Oomr.is 
(J) Mutlius 

(g) Dhnlltras 

(h) Hroaib 
( 1 ) Kumptas 

Add to this the following 
mentioned cottons:— 


Full) C/ootl, Fine and Superfine. 

Fnu, Superfine and Ivxtra Superfine. 
Fully (toocI to Fine, Fine and Superfine. 
Kills (1001I to Fine, Fine and Superfine, 
fulls (iooil, Fine and Superfine. 

«, .< M *1 

. . i. » •> M 

(•nod, 1 nils (rood and Fnu. 
uniform standards foi the under- 


(j) 4F Saw ginned, Punjab I nil) (mod lo f uk, Fiiu and Superfine 

(k) 2K f JF Rollci guuuil, Punjab „ 

(l) 2 H 9 F Saw gimiul, Si ml ., „ „ 

(in) 28 l JF Sass ginned, Sind „ „ 

(n) 2H l JF Saw-ginnnI, Punjab „ „ „ 

A set of standards picpared and passed every year by the Standards 
Sub-Committee is preserved at Bangalore m hermetically sealed 
boxes for reference m rase of dispute. Attention may be drawn 
to the fact that though univeisal standards have been passed for 
the above-mentioned varieties, they are purely permissive classi¬ 
fications, subject to a voluntary adoption by the markets concern 
ed. Henre, they are not bound to be effective either in India oi 
abroad. In consequence, if the cotton interest in India suffers 
seriously from anything, it is ihe multifaiious system of grades and 
sLaples. In fact, the present position is thal theie are as many 
schemes of classifications in existence as there are markets for 
Indian cotton, both at home and abroad Apart from this, it will 
be observed that the progress made so far is far from satisfactory 
in as much as the Standards Sub-Committer of Lhe l.C.C.C. has 
not yet been able to evolve a complete set of universal standards 
for Indian colton which would be acceptable to the trade as a 
whole. Even these so-called universal standards are not prepared 
and passed for the remaining principal growths which go ter 
number more than two dozen at least. 


4. SOLUTION: AN INDIAN COTTON STANDARDS ACT 

The present position of Indian rotlon is comparable to that of 
the American cotton during the second decade of this century. It 
has passed through more oi less similar difficulties and problems. 
Indian cotton,has now reached a stage when its maladies can be 
remedied only by undertaking the most comprehensive piece of 
legislation on an all-India basis. * 

Proposal for a Comprehensive Piece of Legislation: Since no¬ 
thing short of this can improve the situation, we propose that a 
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law called the Indian Cotton Standards Act be passed at an early 
date. Enactment of an effective legal measure covering all the 
principal trade varieties is badly needed at this moment*' 1 We 
do not see any reason why, if the U.S.A can solve the troubles of 
American cotton by means of an effective legislation, our country 
should not follow Buit and pack up the ilU of Indian cotton. It 
may be admitted that the determination of universally acceptable 
standards is a task of great difficulty The U.S. Department oi 
Agriculture had to tarry on extensive investigation* and surveys 
for several years before arriving at the decision to adopt universal 
standards This collection clearly demonstrated the possibility of 
preparing a single set of uniform classification representative of the 
entire American growth It was with the aid of this material and 
the issistancr of ihc rxpeit classers that the actual details were 
worked out Unless something is done on those lines for 
Indian Cotton, the matter is not likely to improve from 
its existing deplorable state. The proposed Indian Cotton 
Standards Art should prescribe some such procedure fbr 
the preparation, passing and adoption of uniform standards 
for our growths In addition, the Act must compel every merchant, 
shippei, buyer and trader in every transaction, quotation, publica¬ 
tion of prices and m classification to use only the official cotton 
standards as is done in the case of Ametuan varieties under the 
U.S Cotton Standards Act of 1923. The effects of the adoption 
of univeisul standards foi Indian cotton by means of legal enact¬ 
ment ate bound to be far-reaching As in the U S.A.. the several 
documents connected with trade will be lequired to be stated in 
terms of ihc standaid to be valid in a coml of law in rase of a 
dispute. J ' In order to establish and maintain confidence in the inte¬ 
grity, comparability and unifoimity of copies of the original set of 
universal standards, elaboiate arrangements and great precautions 
are consideied to be absolutely essential With a view that the 
physical appeal ancc ol the original key samples mighL not change 
in storage, care should be taken to preserve (.heir character from 
the ravages of time. Moreover, from the time of purchase of cotton 
intended fm the prepaiation of the standards up to the disposal of 
(he prcpaied sets every operation and environmental condition 
likely to affect such operations should be carefully regulated and 
contioiled to produce uniformity and evenness 

Standardisation of Indian Grades: With this end in view, we 
suggest that the following five grades may be adopted for the 

J1 (t 'll would lu diluajWi m urge the (mvunnuni ol Imlu in mak* tin mussais 
Irjiuljtiun loi tin, piiqiosL ‘--“That Guuiminot shnnlil lx ,1 kut tn limitation 
to iniom tbcsL ^t aiulaids m India and ah load* — f hat li^iliunn is ntu&san 
to l alone tin u&l ol turn a jl standards’’.—jUplu to mn i| Lit stun inane. 

KtJ. to tht U, S. Cotton Standards Act, 1923. Smu ih« Jaw Kiiun (ftutivi. hills 
of lading, wart home uitihcutet,, shipping dixum nr insiuaiiu. loutiailb, tuws- 
pajter and private quotations, invoitLS and all ntlur i U\ant instrument art. 
rtqumd to be btauil m jiumljuu with die ofliual U.S. muon standards. Othti- 
wi&l* then, documents hold no kyjl status and an not (.niuivubk in a court of law, 
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principal trade varieties of Indian cotton as a set of official stan¬ 
dards and be introduced as universal grade standards for our 
growth:—(I) Good, (2) Fully Good, (3) Fine, (4) Superfine, ,, 
and (5) Extra Superfine. Out of these, the most frequently 
employed grades will he only three, viz., Fully Good, Fine and 
Superfine. All the improved and stapled varieties of Indian cotton 
can easily be included in the structural range of these grade 
standards, e.g., Americans, Gujarat, Southerns, C.P., Jarilla, etc. 

Standardisation of Indian Staples: Similarly, we suggest that 
the Blaplc lengths of Indian cotton should he based on a uniform 
set of standards for staple. The following three staple length 
groups be adopted and introduced as official standards for 
Indian cotton:— * 


GROUP 1: 

(i) 

Staple length 

over 1" 


(ii) 


r 


(iii) 


13 If)" 

GROUP II: 

(iv) 


7 8" 


(v) 


13 lf>" 


(vi) 


3 4" 

GROUP 111: 

(vii) 


II 10" 


(viii) 


5 8" 


(«) 


9 16" 


Out ol these groups, the fiequenry will he concentrated mainly 
on the second 

5. CONCLUSION 

The conclusion that can be drawn from thr above discussion 
is that in spite of some practical difficulties there is no room for 
doubting the possibility of adopting universal standards for the 
principal varieties of Indian cotton. It should however be obser¬ 
ved that before universal standards for Indian cotton can be 
adopted it is necessaiy to see that those in use in India arc uniform 
in every respect. The ultimate goal of having such standards 
for our growths is to obtain tecognilion iheirof as such in inter¬ 
national markets. The first step in this direction is therefore to 
make the adoption of common and uniform system of classifica¬ 
tion in the two leading cotton markets in India, namely, Bombay 
and Karachi, an accomplished fact. At present, as we have seen' 
above, universal standards are prepared in two groups, the Bombay 
group and the Karachi group, and the practice is to prepare univer¬ 
sal standards after the official standards of the respective associa¬ 
tions for corresponding growths are passed and put into effect. No 
difficulty arises in respect of preparation, passing and even adop¬ 
tion of universal standards under the Bombay group since they are 
mere copies of the E.l.C.A. standards. Similarly, if the Karachi 
group can be made to follow suit the matter will be easy. ,JS As^ 

2J Uwwnal standards that an picpjiod in Karachi arc soil ol compromise between 
Bomba' and Kaiailu standaids of what tiny ware when thi Standards Sub-Com¬ 
mute* ot the I.C.C.C. wit. hrst apjwwuul. 
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standards they should not change year in and year out irrespective 
of the crop. If changes are made so often by either body then 
they can not br. said to have adopted uniform standards. 

It should however be pointed out in this connection that most 
of the so-called universal standards arr not in the least typical of 
the growth they are supposed to represent. It seems that the 
implications conveyed by the word ‘ universal'* have not been 
fully appreciated. If thr foreign nmikcls were to be asked to 
adopt the present universal standards as the basis of their contracts, 
it is rather doubtful whether they would agree to do so, simply 
because these standards arc not representative of Lhe varieties 
that move today in the markets. Again, it is obvious that in 
absence of any agreement even in India, it is difficult to press for 
maintenance of proper standards for Indian cotton in Liverpool 
and other markets. Once uniformity is achieved between Bombay 
and Karachi, both the Associations should invite Liverpool, Bremen 
and Osaka to accept Indian universal standards for their bases 
through the medium of a legislative measuie. But as the history 
of universal standards for Indian rotton reveals these two Asso¬ 
ciations would not agree to the common preparation ol standards 
by one representative body. Wc therefore conclude that unless 
standards arc prepared and passed by one central agency at one 
place, nothing could he achieved in this direction. In order to 
achieve uniformity, out suggestion is that all universal standards 

• for the common use of Bombay and Kararhi be prepared by one 
certral agency at one place and passed by the Universal Standards 
Sub-Committee, appointed under the proposed Indian Cotton 
Standards Act, consisting of 9 members in the following order: 
2 lepresentatives of the E.I.C.A., 2 representatives of the K.C.A., 
2 representatives of growers of cotton of the respective tracts, 

I official representatnr of the Provincial Government concerned, 

I official representative ol the Ccntml Government and I Vice- 
Chairman of the Impelial Council of Agricultural Research who 
should he ex-offirio Chairman of this body. The standards so 
prepared and passed be considered final and no right of appeal 
should lir thereon from the cotton trade This body should be 
an indivisible one and should have the sole agency for the prepa- 

* talion of universal standards for any variety of Indian cotton 
irrespective of the fact whether a particular style is being traded 
cither in Karachi or Bombay. No doubt, the due importance 
should be assigned to Bombay which unlike Karachi is interested 
in all cottons and which had been preparing its standards long 
before Karachi had any idea of it. 



CHAPTER X 

SPECULATION 

SPECULATION in it* broader hcnse of taking risk* in the process 
of buying and belling for profit has been in existence for centuries 
and is said lo be as old zfa the history of mankind. It is carried 
on both in ‘spots' and ‘futures'. Speculative system should there¬ 
fore be divided into two types: (I) Unoiganised speculation or 
speculation in spot and (2) uiganised speculation or speculation 
in futures. Oui immediate concern is with speculation in futures 
as opposed to that in spot rotton Henre, we need lo consider 
the definition and charactei nf organised speculation. This will 
enable us to rxaminp the loir nf speculation in the distributive 
system and to Mrutinize it> effects upon lhr price level of an agri¬ 
cultural commodity like cotton. 

I GENERAL 

Difference between speculation in spot and futures: The most 
conspicuous point ol difference between the organised and un¬ 
organised speculation lies m the fact 1 ha 1 in a fuluics maiket the 
commodity and the methods of buying and selling it are so stan¬ 
dardised that it is possible for an individual to buy and sell without 
taking the trouble to leant the technique of judging the qualities, 
and other details which arc nciessaiy for operating in a spot 
market Ollur lmpoitaiU points of diftncnce bcLween the two 
systems aic; (a) shorl-selling n vety murh irstncled in the case 
of speculation in spot, (b) linnovri umbu *pot is i datively slow, 
and (r) speculation in spot requites pvopouioiiately more capita) 
than that icquirid in oigamscd sperulalion Sim e payment as 
well as delivery are postponed, heav> trading on a lelatively small 
amount of capital is possible umlci speculation in futuies. Thus, 
it is easy lo see why a futuies market attracts a great number of 
dealers who mn> be ronnei led with the ttade in no other way. 

Definition of Speculation: Thr woid speculation is defined as 
the pturhase oi sale with llir expectation of profiling “by antici¬ 
pated but conjectural fluctuations in price." 1 Its primary condition 
is that the fluctuations in price which form lhr basis of speculative 
transactions must be conjectural'. Speculation thus denotes a busi¬ 
ness venLuic involving unusual risks lor the chance of securing 
large profits as distinct from ordinai> earnings. The two princi¬ 
pal dements involved in speculation are: (I) chances of making 
an extraordinary profit and (2) equal chances of incurring huge 
losses. Since both these elements are intermingled, the former 
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cannot be availed of without accepting the latter. Those who 
neither desire nor mean to speculate will let go both of them by 
entering into offsetting transactions, and depend only upon the 
merchandising returns arising out of the ordinary course of busi¬ 
ness. Accordingly, all those who run the risk of adverse price 
movements with a view to making a profit from a favourable 
change in price variations should be regarded as speculators. For 
instance, a grower who expects a rise in price and does not sell 
his cotton runs the risk of getting lower prices, thaL is to say, he 
is speculating in cotton. Similarly, a manufacturer who buys at 
a fixed price his requirements some months in advance without 
entering into orders either for manufactured goods or futures, 
runs the risk of an adverse change in prices and is speculating in 
cotton with a view Lo secure profits should the prices advance. In 
the same way, a mrrehant who buys cotton upcounLry and does 
not make the offsetting transaction in futures runs the risk of price 
variations which may be foT or against him, is also speculating. A 
speculator in cotton may thus be defined as a person who osten¬ 
sibly buys and sells cotton or cotton futures for the main purpose 
of profiteering from uncertain fluctuations in prices. 

Forms of Speculation: So far as the relation of speculation with 
marketing is concerned, the trading operations of speculators 
lcsolve themselves into two principal gioups: (I) constructive 
and (2) destructive Operations based on intelligent appraisement 
of market conditions affecting cotton may he included in the first 
group, while those which are based largely on a foundation of 
mob-psychology should fall under the second group. Destructive, 
speculation is hardly based on lational appraisement of present 
and prospective conditions affecting supply of and demand for 
c otlon Such transactions may have originated either from a group 
of inexpert speculators or professional trader. 7hey tend at times 
to overbalance the activities of the more skilful and expert spe¬ 
culators. Ihe presence of such operators in a market and their 
dealings should distinctly be considered as destructive. 

Speculation and Gambling: In any form of speculation the only 
way in which an operator can reasonably expect to make a profit 
is by way of securing a difference beLween the prices of buying 
a commodity and selling it. This skill may arise from special 
training, unusual ability to judge the trend of the market, or fxom 
an access to special sources of information not available to all 
those who are prospective dealers. As a result, the speculative 
undertakings take a variety of forms varying between the two 
extremes. On the one hand, speculation may shape itself into a 
form of most legitimate and highly desirable trade activity and on 
the other, it may degenerate into gambling. There is indeed a 
close kinship between them. Speculation occupies the border terri¬ 
tory between conservative investments and gambling. 

Some people maintain that speculation and gambling are one 
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and the same form of activity. Their contention is that there is 
no apparent difference between the two. Of course, it is very 
difficult to draw a line of demarcation between legitimate specula* 
tion and gambling, because, it is difficult to state where speculation 
ends and gambling begins Gambling is a vague term which is 
used by different people in a different sense so that it is difficult 
to define it. However, it may be noted that so far as the specu- 
lator is governed by rational calculations based on factual data 
the transaction is essentially commercial. When he buys or nells 
simply in the blind hope that the market will turn his way it ip 
gambling. A contract in Futures is an obligation, enforceable at 
law, to deliver or accepl and pay for a stated quantity of rotton. 
A person may actually deliver the cotton or receive it, oi he may 
stop out of the transaction and nevet handle a hale of rotton. 
Nevertheless, he is for the time a part of the distributive system 
A speculator acquires commercial rights and duties; a gambler 
acquires neither. 

The fact that like gambling speculation depends oil uncertainties 
lends to cause the two words to be used indisriiminately. But 
there is one point whirh should be borne in mind in this connection 
In every gambling transaction there are two or more parties and 
some one must win what others must lose. This is not the case 
with speculation. For instance, suppose the price of the futures 
contract stands at Rs. 425 and A buys 100 bales. When the price 
goes up to Rs. 430, he sells the 100 bales to B who in turn may 
sell it to C at Rs. 432. C may get the chance of selling the same 
at Rs. 435 lo D who may still be able to make a profit due to a 
continuous rise in prices by selling, sav, at Rs. 440 - to someone 
Assuming that A bad bought Finm a peison who purchased at 
Rs. 430 - and was obliged to sell at R.s. 425 thus making a loss 
of Rs. 5 - per candy in this transaction, it is certain that only one 
person has^lost in the course of this chain of speculative transac¬ 
tions. But it may happen that even the original seller might have 
bought at a lower level than Rs. 425 and in that case, there would 
be a series of operations with all profits and no losses to any one 
The case of gambling is therefoie not at all analogous to that of 
a sale of cotton by a speculator at an increased price. In the. 
instance cited above, there has been an actual increase in price to 
which probably the speculator has contributed by the responsibili¬ 
ties he shouldered during the time be was a party to the contract. 

Referring In the economic difference, a speculator assumes the. 
risk that already exists in the vrTy nature of marketing a commo¬ 
dity, while a gamblci joins with utbeis in creating a situation out of 
which a risk develops. Each transaction of buying and selling cotton 
necessarily involves some risk while betting merely on incidental 
results of a particular contest is the assumption of a risk that did not 
exist before a bet was made. Thus a gambler creates his own rink 
but a speculator merely assumes the existing risk. Again, the detail- 
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ed nature of the work done by a speculator far removes it from the 
realms of the mere staking of money on an artificially created risk 
of some chance event. He makes an intellectual examination of 
data collected and searches out the trade information likely to 
Lell upon a given market. He bases his individual opinion on 
leasoning which takes the form of a prolonged and systematic 
analysis. In short, speculators form a class of experts whose chief 
business is to stuve, discover and foresee every event that has some 
bearing on prices. Speculation presupposes intellectual efforts 
while gambling blind chance 

2. THE ECONOMIC ROLE OF A SPECULATOR 

In so far as the process of marketing an agricultural produce 
is concerned the fact universally acknowledged is the element of 
risk always present in it. This poinl is better appreciated when 
it is realised that a small change of annas two per candy in the 
case of Indian cotton means Rs 6 4 pci 100 bales and a change 
uf one point per lb. in the price of Ameiican cotton in the U.S. 
equals 5.00 dollurs or in case of 1 iverpool l 2 On a stock of 
five million Indian bales oi ten million American bales, this amounts 
to a rise or fall of Rs LI 2,500 oi 5,00,000 cl oil a is respectively. 
Fluctuations of Rs 10 to 20 per 100 bides, and 50 to 100 rent 
points in the Ameiican market and 20 to 40 penn> points in the 
Liveipool market over a period ol tew weeks aie common. It 
amounts to a tremendous rise or fall in the price and affects the 
aggregate value of cotton realised by the pioducing countries like 
India, the U.S.A., etc. Formerly, a merchant had to assume himself 
the risk of changes in prices. But the market being local the risk was 
compaiatively small. Wiih the development of world markets 
be was called upon to bear an incleasing visk. As the speculative 
element, in marketing became moie important the burden increased 
in its magnitude Those who pursued the marketing business 
were hardly prepared to face it. A distinct class ol tradeis known 
today as speculators was therefore needed to relieve the produc¬ 
ing, merchandising and consuming interests of the speculative 
element of this business. 

Functions of Speculation: The mam function ol the speculative 
cla^ is to be always ready to take over ot delivei the commodity 
at an established maiket price. To bear the buiden of inevitable 
risks involved in marketing is the chief justification for the exis¬ 
tence of speculators. The speculators profit depends upon the 
accuracy with which he can forecast market conditions. With this 
end in view, he organises and elaborates a system to get advance 
information. Intelligent speculation generally Lends 1o afford 
the non-speculative merchant, producer and consumer a basic price 
upon which to make their future arrangements in actual commo* 
dity. The economic functions of speculation are: (i) to localise 
the merchandising risk among the speculative class whose special 
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(unction is to bear it, (ii) to relieve producers and consumers 
from carrying the whole year s stock by enabling the former to 
convert his crop promptly into cash and the latter to supply him¬ 
self with raw material as his periodical needs may require without 
the prices being unduly enhanced, and (iii) to reduce the cost of 
distribution of a commodity to a minimum. 

Acting as a Buffer: It is a professional dealer who really acLs 
as a shock-absorber in the trade. He is said to be playing a 
vitally important role by bearing the risk that others cannot afford 
or dare to assume. When buyers are scarce during the marketing 
period his action assists materially in carrying the weight of the 
crop, for, he shoulders the greater part of risk resulting from price 
movements. On the other hand, when buyers aTe numerous and 
seders scarce, he performs the very function of a seller and satisfies 
the present demand. The importance of this class can hardly be 
overestimated The speculative class is said to be the best fitted 
to bear the risk inherent in marketing the commodities. He bears 
the burden of risk without any coiresponding hedge against it. He 
may therefore be described as a buffer between the two extremes 
in a distributive chain of producing and consuming interests. 

Providing a Ready Market: The next important service render¬ 
ed by a speculator lies in the fact that it is he who is always ready 
to assume the role of the lequisite other party in a hedging tran¬ 
saction, It is he who provides a ready market at any moment to 
any operator in futures. In fact, a speculator helps the market to 
function smoothly. Speculative operations are in large measure 
necessary, if the cotton market is to maintain continuous and stable 
conditions. They make the market broad and mobile. The case 
with which a deal can be put through is the most important and 
singular service performed by him to the trade in general. He 
provides what is known as ‘liquidity'.- Without a speculator the. 
element of liquidity will be lacking and the market will not be 
able to fulfil its real funrtion. If there were no speculators, one 
would not be able to buy or sell big quantities of cotton foi future 
delivery. A speculator acts as a buyer and seller at a compara¬ 
tively small cost. If this body of shock-absorbers is withdrawn, 
the market would be rendered not only dull but narrow. It would 
lack in continuity. Had it not been for this continuous character, 
the most important function of a futures market, namely, hedging, 
would be hindered to a considerable extent, since, there would be 
a difficulty in finding the requisite other party for hedging pur¬ 
poses. The force of hedge buying or selling is absorbed by 
speculation without causing any undue shock to the market. The 
presence of speculators including jobbers, floor traders, scalpers 
and others renders it easier for bankers and financiers to finance 
the movements of produce at every stage from a producer to a* 

7 Thr U'lm ‘liquiilm' means th.ii tin. commodity may be sold jnsuiitjmriml) ami in 
any amount and turned into ca&h at any moment. 
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consumer. Thus by standing ready always to buy or sell the class 
of speculators provide a ready market with all the advantages 
resulting therefrom to both producers and consumers. 

Discounting the Future: Another important service of the spe¬ 
culative class is that it generally tries to forecast the trend of 
probable prices. In other words, speculators discount the future 
long before it would otherwise be realised by the general public. 
Their fortune lies in foreseeing the point at which price-making 
factors are going to find their focus. The speculators are concern¬ 
ed with facts and their interpretation with respect to the future 
course of prices. All known influences brought by the informative 
service to the attention of many ate given careful ronsideration 
by them in anticipating the future trend. This serves to discount 
the future. It is said that a speculator by reason of his temperament, 
special training and experience is competent to judge price trends. 
He translates his opinion and beliefs into the form oi operations in 
which the probable effects of his judgment of the future trend of 
prices are reflected. Further, by means of lheir ability to forecast 
prices for cotton to be delivered at different times in future, they 
direct the investment of capital into the most profitable channels. As 
a lass, the speculators by means of specially collected trade infor¬ 
mation and statistical data are in a better position to discount the 
future some time before favourable or unfavourable news are pub¬ 
lished. The commodity often sells off when good news come out 
* and not infrequently holds firm when unfavourable news are made 
public. This ib attributed to the fact that the development has 
been discounted in advance The effects of favourable or adverse 
developments is thus spread out ovei a period of time. The 
distant positions of a futures contrart serve as a guide to opinion 
as to what price will be after some time and the contracts in a 
spot market aTe made upon the basis of these expectations. The 
meTe presence in the maikeL of a group of traders who have formed 
opinions as to the future of prices and will buy or sell in accordance 
with their beliefs is a constant assuiance of orderly adjustment of 
prices In this way, by its watchfulness and use of both offirial 
and other information including statistics, the speculative class dis- 
tounts the future, prevents panic, and spreads over a longer time 
the consequences of unexpected news, either favourable or adverse. 

Regulating Consumption: A& a corollary to the preceding ser¬ 
vice, speculation tegulates the rate at which the year’s crop is 
consumed. Each season's ctop be it large or small should be 
adjusted to the year to which it applies Speculation by its fore¬ 
casting service tends to accomplish this. By forecasting the prices 
of cotton to be delivered in future, the speculator exerts an effec¬ 
tive influence in regulating the consumption of the crop. This in 
turn is rendered possible by the collection of statistics and trade 
information both officially and privately for the current as well as 
past so many years. For instance, if the figures relating to the 
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visible supply of Indian colton plus the carry over and other rele¬ 
vant statistics make a total supply of our rrop unusually low, it 
is likely under normal conditions that the prices will show an up¬ 
ward tendency. This higher level of prices will decrease the Tate 
of consumption. Similarly, if a grand total figure of supply is un¬ 
usually large, it may be expected, other things being equal, that 
prices will decline and the result will be an increase in the rate of 
consumption. Since price is the prime regulator of production 
and consumption, the discounting service of the specu¬ 
lative class is mainly held responsible for regulating the output 
and utilisation of the crop. The movement of prices brought 
about by the forecasting service indirectly benefits the trade by 
way of regulating consumption of the available supply so Lhal each 
year's crop whether large or small just happens to meet the needs 
of Lhe consumer. 

Creating time and place utilities: Other important services 
rendered by the speculative class ate those of creating time and 
place utilities. Because the speculator supplies contracts lor the 
delivery of cotton in future, hr is the creator of what is theoretically 
teferred to in economics as 'time utility.' Similarly, because he 
moves cotton from one place to anoLher by buying where it is 
cheap and selling wheie dear, he is regarded in the same sen*e as 
th- creator of 'place utility*. Moieover, he is said to hasten what 
would otherwise be a tedious process by smoothening difficulties 
in lhe way of necessary movements of cotton from ’the field to 
fh“ factory. He ensures that cotton shall find its own way fiom 
a place where it is not needed lo a place where it is badly required 
Thus by straddling he keeps prices in level between diffeient 
markets 

Consideration of a speculator’s remuneration: For rendering all 
these services what return does the speculative class expect? What 
is the aim of a speculator is a question with which one gets puzzled 
so <sfLen> It is not infrequently answered that the aim of the 
speculator is to make money and the services rendered by him 
are the by-pioducts.* A speculator as an individual is out to make 
money and not to serve anybody. The speculator who correctly 
foresees the trend of events profits by his judgment and promotes 
the necessary re-adjustment of prices at the same time. All spe¬ 
culators buy when they think that cotton is going to advance and 
sell when they see the coming decline. Their purpose ostensibly 
is to pocket the differentia] gains. Each trader operates in the 
hope as well as confidence of being a winner and some are gainers 
for a period of time while others are losers. It is pertinent to 
inquire whether speculators make or lose money on the whole. 
The common opinion in this connection points out that in thq, 
aggregate they neither put money into the cotton trade nor take 
out of it. 


1 Replies to Qiirstimmaiir 
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It may then be asked what is the source of income to specu¬ 
lators? One source as suggested by some economists consists of 
* the small losses incurred by hedgers. 4 The hedgers loss is some¬ 
thing like premium money paid for an insurance against heavier 
losses. Since the speculators are described as underwriters or 
insurers and the hedgers as insured, it is but natural that the insured 
should pay the premium to the insurer. This small loss incurred 
by genuine dealers is, however, a variable phenomenon and at 
times may largely be offset by similar gains in the opposite tran¬ 
sactions. It therefore cannot form the main source of remuneration 
to the speculative class. It may further be inquired here as to 
what should be the principal source of his income. Since no 
v statistical data on the point are available, it is difficult to get any 
enlightenment on this particular aspect of the subject. It may, 
however, be said that the main contribution comes probably not 
from producers, consumers or genuine dealers but from the very 
many small speculators drawn from the 'general public,’ 5 Gene¬ 
rally speaking, these small dealers who buy and sell on the futures 
markets are neither close students of the situation nor familiar 
with conditions of supply and demand. Such outsiders possess 
neither good judgment nor keen business sense. Their activities 
are influenced more 01 leps by tips and rumours rather than by 
keen analysis of market conditions. Hence, in the long run this 
class mostly loses and that brings some money to the professional 
speculators. Another source of remuneration to the speculative 
1 class is an occasional failure of a big speculator. He may mis¬ 
judge the market and in consequence pay a heavy toll for his 
error. Mistaken speculators are penalised with the utmost seve* 
rity. The amount they are called upon to pay makes the fund for 
others. 

3. SHORT SELLING 

The trading on a futures market takes the form of either first 
selling and later buying or first buying and later selling. The 
latter practice is common to both spot and futures while the 
former is mainly confined to speculation on an organised market. 
Traders on the exchange naturally fall into two classes representing 
4 the supply and demand forces. In the language of the exchange 
they are called ‘bulls* and ‘bears*/’ The 'bear* will express his 
opinion if he thinks that the price-level is higher than what it 

4 The Fcononm fown.il: F. I asington, The SikijI lntcicst in Speculation, Vol. 23, 
p.10. Sre also Vol 14 Sfcwjit Flan, The Profiis n< Professional Speculators, 
p.4J5. Sir .ilso Vol. 33, pp. 428-40 and 579-HI* Discussiuns on the profits of 
Speculators. 

4 Pri&onal Investigation and sec also J G Smillr Dtp nisi <1 I’luduct Maikits: 1922, 
p.104. 

fi A bull is a pmon who anticipates dial du* price will rm btfbrc lit is called upon 
* m to accept delis cry of the goods. This pis is him an oppoitunity to idl at a 

profit befoie that date. A beau on the other hand, is a trailer who anticipates 
that the puce will decline biloic he is lalled U[>un to dtlisci the goods he may 
have sold. This gives him an opportunity to buy at a profit before that date. 
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should be by ‘selling short'. Selling cotton without in hand with 
a view to buy back later at a lower price is ‘shoTt-sdling*. The 
reverse of this is 'long buying*. The only difference between tak¬ 
ing a long position and a short position is that in the first case a 
person buys first and sells later while in the second case, he sells 
first and buys later. In both cases, there must be a purchase as 
well as a sale. 

Short-selling and total turnover of futures: Because a specu¬ 
lator when he thinks that prices are higher than what they ought 
to be comes forward and makes short-sales, it is popularly thought 
that he increases the turnover in a futures market for his own 
advantage. It is true that a short-seller is one of the factors 
making the huge total of the sale and purchase of futures contract 
but there are other factors as well. For instance, it may happen 
that a seller of cotton for future delivery has got the commodity 
in his possession and enters into a hedging sale as protection. Under 
no circumstances can this be regarded as a speculative short sale, 
although his position in the market appears as that of a short- 
seller. Again, there is no means of ascertaining whether a short- 
seller possesses cotton or not. It is equally difficult to decide whe¬ 
ther a particular short sale is meant for speculative or hedging 
purposes. 

Apart from this, the common argument that cotton is sold in 
a futures market so many times the actual crop in a country like 
India is erroneous in the sense that it gives the picture of one side 
only. The fact that cotton is also bought in the same market so 
many times the actual crop is lost sight of. For example, when 
100 bales of Jarilla cotton are sold by an operator, he ordinarily 
buys them back as soon as the price movements tend to favour 
him so that a small differential gain may be pocketed. He thus 
buys and sells or sells and buys for a number of timeB in a day, 
week or month. In the course of his dealings he goes on adding 
to the total turnover of futures contracts. The volume is also 
increased by a merchant who uses futures against spot transactions. 
Similarly, a spinner, factory-owner, shipper and various other inte¬ 
rests connected with the trade employ futures either for one 
purpose or the other and add to the total turnover of dealings 
in futures. Further, a dealer may find it necessary often to change 
the position of a futures contracts, e.g., from May futures to July 
futures contract. This changing of positions is a new transaction 
in futures and goes to increase the total. In the same way, 'badla* 
or straddling also adds to the volume. Now the fact should never 
be lost sight of that every hedger, Btraddler or speculator who 
might have sold a certain quantity has an obligation either to buy 
back before the due date of a futures contract or tender the cotton 
contracted for. A volume of futures contracts in any one yea# 1 
should therefore be much greater than the total out-turn of the 
crop which is made the basis for futures. In the absence of any 



SPECULATION 


163 


statiatical data relating to the total turnover of futures contracts 
made upon the East India Cotton Association or any other futures 

* market in India, it is difficult to give exact figures showing the 
volume of futures against that of the actual production of cotton. 
We have received several estimates in this connection. The esti¬ 
mates vary in figures, but the volume of transactions in futures 
contracts in India in any one year cannot be less than 15 times 
the total volume of our crop. 7 

Function of Short-selling: Since every short-seller is a potential 
buyer, the function of short-selling may be Baid to cushion the 
market from run away prices in either direction. A market without 
’ a short-seller might become a place of wide and violent price 
swings. The presence of a short-seller checks such wide fluctua¬ 
tions either upwards or downwards, by selling in tbe first instance 
and covering in the latter. At times, he spends a lot of money 
and energy to collect relevant data with a view that he may be 
able to judge more correctly the probable trend of the market. 
Short-selling enables dealeis, manufacturers and skippers to enjoy 
the full benefits of a futures contrart by making it possible for 
them to hedge their trade profits against losses through price 
fluctuations. 

Short-Selling and Prices: It is not uncommon to hear in India 
from the producers' quarters that short-selling in a futures market 

• like the E.I.C.A. tends to depress the price of their produce. If 
it were not for the enormous volume which futures trading has 
reached in Bombay it is probable that this feeling would be much 
less pronounced. It by no means follows, however, that the large 
salcB of futures necessarily depress prices. The prejudice against 
shnrt-selling in our country is largely due to the failure to appre¬ 
ciate its function. A short-seller neither interests himself nor 
wishes to go against the natural factors affecting prices. The 
history of organised speculation is a convincing evidence of the 
inability of short-sellers to defy natural conditions of supply and 
demand. Instead of constantly depressing prices, short-selling at 
times, contributes a potent factor in sustaining them. Any system 

v which prevents extreme fluctuations on either side would tend to 
steady prices and be correspondingly beneficial. This is precisely 
what short-selling aims at accomplishing for the trade. A vast 
number of traders may be buying cotton for a rise at times when 
natural conditions do not justify an advance. It is just at this 
stage that a shoTt-seller steps in. He sells short relying on his 
ability at a subsequent date to purchase the cotton at a lower price. 
His sales obviously tend to prevent the unwarranted advance from 
, being realised. On the other hand, when, as a result of other 
conditions prices have fallen sharply, the fact that a short-seller 

7 It is estimated that the total volume ia the American cotton on the different markets 
of the world cxittil 20 times the actual pioductmn of the nop in the U5A. 
in any one year. 
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must cover his sales by counter purchases contributes a sustaining 
influence of great importance. With a short interest in a market, 
the buying power develops almost immediately after a decline 
is started and opposes a downward tendency. It will be noticed 
that if short-selling has a depressing effect on a rising market it 
has an uplifting influence on a declining market as well. What 
really breaks a market in Bombay during a bear raid is the selling 
of weak and timid owners who do not reappear as buyers. Short- 
selling is as useful as long buying and both are equally beneficial 
in so far as they express an intelligent judgment of the probable 
trend of prices in a given markel. As a matter of fact, short-selling 
does not prevent prices from eventually reaching a level either 
high or low warranted by conditions of supply and demand. It 
is not that short-sellers artually determine prices. All they do 
is simply to express their judgment as to what prices will be in 
the future. If they are mistaken they pay the penalty for their 
errors of ludgment by having to enter the market and buy at higher 
piices. When the drop takes place they must become buyers to 
realise their profits. In this way an excessive drop in price is 
avoided. Short-selling therefoie does not unduly tend to 
depress prices as is often asserted. It is instead a powerful 
agent in steadying them 

4 MANIPULATION 

It cannot be drnied that there are circumstances under which 
the market may be manipulated by some speculators. Prices, at 
times, may be markedly influenced by their actions. The term 
'manipulation* icfers to the artificial raising or lowering of the 
price bv operatois through concentrated speculative dealings. 
Manipulation has many forms and degrees Its chief method is 
to create false opinions as to the general conditions of supply and 
demand, e g , some speculators in Bombay will lead the market 
generally to believe that they are working for a fall when really 
th*y are buying quietly and by indirect means much more largely 
than they are selling Conveisely, they will buy openly when 
they are really speculating for a fall. Its another method is to 
disseminate unauthentic news Such news are calculated to infli, 
cnc<» piices without regard to the actual demand and supply 
position in a given market. To guard against such actions very 
seveie penalties have been incorporated in the rules of the 
exchanges. For instance, every member of the E.I.C.A. is liable 
to payment of a fine, suspension 01 even expulsion for publishing 
any statement which is calculated ‘to mislead the members and/ 
or the public with regard to the state of the cotton trade, etc.* 8 

'Comers and Squeezes’: The term manipulation also includes 
*wa«h sales 1 , 'matched-orders', 'squeezes', 'comers', etc. A corner 
is the towering form of manipulation. There is said to be a comer 

8 B\i laws cit the I IC A, No. 17 (?) 
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when one speculator or a group of speculators secures possession 
or almost all the deliverable cotton. For instance, on May 27th, 
1921 Broach was Rs. 327, Oomra Rs. 263 and Liverpool 6.49d. 
On August, 12th, Broach came down to Rs. 320, but Oomra went 
up to Rs. 326i, Liverpool advancing only to 6.60d. It will be 
noticed that Broach which was Rs. 44 higher than Oomra on 
May 27th, was actually cheaper by Rs. 6/2 on August 12th. This 
was the result of a corner in Oomra contract engineered by the 
late Mr. Oomar Sobani.'* Broadly speaking, corners are of two 
kinds: those which are planned deliberately for the fleecing of 
shorts and those which are brought about unintentionally through 
an unavoidable set of circumstances. The usual method of effecting 
a corner engineered by a speculator is to buy all the offerings of 
shcrt-sellerB and to encourage them to go on selling until their 
Bales exceed the amount of deliverable cotton. Manipulators then 
demand delivery in due course and refuse Lo settle except 
on their own terms. Since the manipulator gains nothing by abso¬ 
lutely ruining the shorts, the terms arranged aTe in the nature of 
a compromise. The victims are squeezed according to their finan¬ 
cial standings. To be successful, the manipulators must have 
sufficient resources to acquire the necesary amount of the commo¬ 
dity. When the prices rise supplies from various sources would 
rush in. To maintain the corner the manipulator has to purchase 
all these supplies, otherwise, the shorts may make the best of 
them. Manipulators have thus Lo iun great risk. They have to 
discount in advance any gain likely to result from the venture. 
When the corner aimed at becomes successful a temporary squeeze 
results. The price is driven up for the last few days of the con¬ 
tracted position and the shorts have buL to settle. 

A squeeze is a little corner in a particular position of the futures 
contract. This occurs frequently. For instance, on December 
29th, 1924 Broach April'May was Rs. 456, Oomra December/ 
January was Rs. 436 and Liverpool 13.26d. On January 23rd, 
1925 when Liverpool went down to 12.65d. and Broach came 
down to Rs. 454, Oomra went up to Rs. 465. 9 10 Similar cases 
occurred in 1930-31 when Oomra December/January was 
quoted at a premium of Rs. 15 Yi over April/ May Broach 
and in 1934-35 when Broach April /May was squeezed and its 
pnre from Rs. 220 in March jumped up to Rs. 251 in May. A 
squeeze results rather from shortness of supply artificially created 
by one or the other factor than that caused by actual scarcity 
of cotton. The manipulator merely acquires control of the deli¬ 
verable supply of cotton in a particular city where the exchange 
is located. He keeps his programme secret until near the end of 
the delivery period. Short-sellers of that particular position are 
obliged to make delivery by the last business day of the delivery 

9 Bombay Cotton Annual No. 4, p.53. See also rcpoit of the Bombay MillownejV 
Association for the year 1922, p,l. 

10 Bombay Cotton Annual No* 6, p.10. 
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period. If they are unable to meet their commitments in time 
they are required to settle their contracts with the manipulator on 
his own terms. A commodity comer or squeeze cannot easily be 
contrived in the beginning or middle of the season but in the end 
it may be possible to squeeze the market. 11 

Manipulation in the form of corners and squeezes is condemn* 
ed by society because of the general feeling against tampering 
with prices, and the plight of the victims who have to accept un¬ 
conditionally the terms dictated by the manipulators. Comers or 
squeezrs constitute a menace to speculative markets and do not 
setve any useful economic function. When financed knowingly 
they represent a misuse of credit funds. They tend to disrupt the 
machinery of legitimate speculation and cause the gravest injustice 
to the market. When corners aie attempted, the effective reply 
on the paTt of intended victims is counter manipulation. The corner 
can be broken by continuously selling short and forcing the dor- 
ncrers to take not only the whole of the real supply but the 
artificial supply as well. This course is no doubt a bit risky for 
the shorts unless their capital and nerve are greater than those 
of the bulls. For the most effective and successful Temedy one 
may therefore look to the organised market themselves. Autho¬ 
rities can prohibit trading in a particular futures contract, fix the 
settlement price of a particular position ol a futures contract or 
the maximum and the minimum prices of a certain futures may be 
fixed for the entire season. For instance, the Board of the E.I.C.A. I 
prohibited trading in July AugusL 1924 Broach contract during 
the season 1923-24. The maximum rate for Broach was fixed 
at Rs. 700/- and rates for other contracts were also fixed and all 
trading except for settlement business was prohibited for several 
days 1 -. During the season 1929-30, the E.I C.A. fixed the minimum 
price at Rs. 240 for July August Broach, Rs. 197 for July Oomra 
and Rs. 175 for July Bengal. Similarly, duiing the season 1930- 
31, the Board of the E.I.C.A. fixed minimum prices for the various 
contracts and trading in new nop was commenced earlier than the 
usual date. 11 A further remedy that can be suggested is the deve¬ 
lopment of public opinion ^gainst the manipulators. 

‘Wash-Sales and Matched-Orders’: The traders of the present 
day do not favour cornels or squeezes as a popular method of 
manipulation. This is largely attributable to the fact that the rules 
of an exchange now make it difficult, if not impossible, to carry 
out such an operation to its successful conclusion. But manipula¬ 
tion by means of wash-sales' and 'matched-orders' occurs from 
lime to time on a futures market. Wash saleB are fictitious tran¬ 
il In considering a cornn nr squu/t flu re aic thne major factors dial must be takrn 
into account and tk> arc: (1) availability ctf cotton for tender, (2) the distance^ 
of or creation o£ si/L.iblt shuit in tc. list in a position and (3) activity of the 
market must be sutimrnt to accumulate a long position, 

12 Bombay Cotton Annual No 5. p.8. 

13 Indian Cotton Review fui the season 1930-31, p.10. 



SPECULATOR 


167 


factions in which one broker arranges to sell to another at an 
artificially high price. Others being unaware of this arrangement 
arc led to believe that there is genuine reason for the advance in 
prices. In case of matched orders a manipulator desiring to 
advance or depress the market gives simultaneous orders to dif¬ 
ferent brokers with instructions to buy and sell at a certain price. 
The market can in this way be stirred to activity and the prices 
may be made to appear at a level-pre-detennined by a manipul- 
lator. In most cases the brokers employed are ignorant of the 
object in view and they act in good faith. The success of the 
manipulators in these cases, however, depends mainly on the fact 
that the buying and selling brokers should not deal with others 
but among themselves. Though the exchanges have strict rules 
prohibiting such fictitious transactions there is no practical means 
by which they may be detected. 

Uses and Abuses of Speculation; So far as evils resulting from 
manipulation or tampering with the markets are concerned it is 
probable that the Bystem at times may aggravate the very condi¬ 
tion it should correct, viz., extreme violence in price fluctuations. 
Surh a condition would mean in most cases that the legitimate 
function of the speculative system is being perverted. It would 
aho indicate that prices are being influenced by little more than 
pure gambling. 11 The influence of this gambling element in the 
maiket at timeB has been great and it is useless to deny it. 

A great weakness of the present speculative system is that there 
are too many people to supply futures contracts. Due either to 
the needs of other lines of business or absolute limitation of funds, 
they cannot stick through the long run and are wiped out by the 
first or second unexpected turn of the market. Individuals with 
little or no knowledge of the trade and lacking in the poise that 
accompanies ample financial resources and training constitute an 
undesirable element in the market. It is true that they serve to 
lend continuity to the market but against .this advantage the 
adverse effect of those who fail and cause disturbance in the pnce 
cannot be overlooked. Speculation sometimes proves disastrous 
to many people. The evil is steadily increasing with the increasing 
number of inexperienced and lazy speculators who hope to earn 
a fortune by ready made astrological forecasts. For instance. We 
Have come across a fairly large number of traders in Bombay, 
Ahmedabad and other places who mostly rely on astrological tips 
and base their operations on such forecasts. These dealers operate 
in the Bombay and Ahmedabad markets not because they are 
convinced by the economic facts relating to the conditions of 
supply and demand for Indian cotton, but because their astrolo- 

9 14 “For a given time a single individual or a group of individuals supported by suffi¬ 
cient capital, may so disorganise the market as to deprive speculation of all its 
normal benefits." H. C. Emery: Futures in the Grain Market: Ike Economic 
Journal, Vol. 9, p.65. 
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gen have given them what they regard and value an most confi¬ 
dential tips regarding the effects of the movement of a particular 
‘star’ or planet. They prefer this short cut to money-making to 
the hard work of a professional speculator. In fact, the specu¬ 
lator is a man of high professional attainment which these people 
lack. If it were possible it would certainly be desirable from a 
social as well as economic point of view to rid our market of the 
small and uninformed outside speculators because they bring with 
them the spirit of gambling. 

As regards benefits a speculative system renders various advan¬ 
tages. For instance, it stimulates competition in the number of 
traders engaged in the business. The question is in what manner 
speculation is availed of. Speculation can certainly be made a 
very effective instrument in steadying prices in cither direction 
and at the same time it may be used to cairy prices to extremes 
by manipulation. What is therefore desirable for a predominantly 
agricultural countiy like India is not to abolish the speculative 
system but to limit its application U> useful purposes only. In fact, 
speculation in India often bears the brunt of attacks which arc 
really directed against gambling and manipulation. The cotton 
market in Bombay is often looked upon as an institution carried 
on for the purpose of gambling. 1. This is a very erroneous view 
and does no justice to such an institution. Speculation is the ncccs 
aary element in the maintenance of a balanced and a continuous 
market. Abuses follow uses bul uses cannot be discontinued i 
because of that. Speculation when harnessed by strict rules and 
put to the work of moving the crop is a gieat benefit to the society. 
Speculation is an aid to distribution of the staple. The part that 
speculation plays in the distribution of the crop is of immense 
importance to a producer, merchant and t onxumci in a country 
like India, because, we have in normal times lo distribute 50 f ! 
or more of our crop abroad and if there is no speculative market 
there would be no hedging facilities. 1,( 

The uses and abuses of speculation, in fact, have been the 
subject matter of endless discussion; but none can deny its healthy 
effects. The speculator's funrtion ib as much productive as that 
of the pioducer to whom hr affoids protection against a laigc 
amount of risk due to the uncertainly of futme demand. But there 
aTe those especially in our country who take part in speculation 
simply by way of gambling. They bet upon the course of prices 
of the futures contract in Bombay without any knowledge of facts 
concerning the factors affecting !he price level in India. 17 There¬ 
fore the modern system of speculation in futures has proved itself 
a convenient scapegoat in Bombay for all the evils of the trade. 
Whether or not measures can be devised either by Government 

« 

]5 PiTiimal discussion. 

16 Refer to Chapter un ‘Hedging 1 , 

17 Eipteullj this is tun, su f.u as tin liomlu) Picshliik} is concerned. 



SPECULATION 


160 


or by institutions like the EJ.GA. to put an end to the abuses of 
speculation in our markets without seriously disturbing its uses is 
a matter of great difficulty. In the light of these circumstances, 
it may be observed that the authorities concerned should see that 
any reform to do away with the evils of speculation should not 
tell upon its benefits. 

5. EFFECTS OF SPECULATION UPON PRICES 

There are three main considerations involved in studying the 
effects of speculation upon prices; whether speculation in future^ 
depresses, advances or steadies the prices. These points represent 
conflicting views from the cotton world including those of the 
growers, spinners, merchants and speculators. For the sake of 
analysis it is proposed to give in the first place, methods of testing 
effects of speculation upon prices in a futures market like Bombay, 
secondly, a lew rpcent studies made in this connection in other 
countries and finally, information received by us while making a 
personal investigation as well as the answers received to our 
questionnaire on this subject. This should enable us to observe the 
effects of speculation upon the cotton trade in general and prices 
in the Bombay futures market in particular. 

Methods of testing effects of speculation upon prices: There are 
four possible methods of tesLing effects of speculation upon prices; 
viz., (1) to compare prices of the same commodity at the same 
time in different places, (2) to compare prices in the same market 
or in similar markets at different times, (3) to compare prices 
of different grades of the same commodity during the same period 
in the same market and (4) to compare prices of different com¬ 
modities whose markets in most respects are similar except that 
some have and some have not facilities for futures trading. If we 
compare cotton prices in different paits of the world, we meet 
with the difficulty that the prices in the spot market arc directly 
influenced by those in the futures market and vice versa, ls Farr 
instance the spot price of the Fine Punjab American cotton in 
Karachi on 4lh January 19 33 was Rs. 16 14 and its January 
futures price was Rs. 18 10. Similarly in Bombay the spot price 
of Fine Oomra cotton on 4th January 19 39 was Rs. 152 and its 
December'January futures price was Rs. 149. Thus it will be 
noted that the prices in ihe spot market arc not wholly independent 
of those in the futures market. The direct influence of futures may 
have been removed in the case of the trading in a spot market 
but its indirect influence remains. If wc compare the prices of 
different grades of cotton, we meet with the same difficulty, be¬ 
cause, the prices of the grades deliverable on futures contracts and 
those not so deliverable are interdependent. Moreover, either 
the two grades are substitutes in some degree in which case the 
price of futures contract influences the price of both or they are 

IB Refer to Chapters on ‘Hedging and Trices'. 
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in no degree substitute*, in which case, the several conditions of 
demand may be wholly different. For instance, 'fine* and 'super* 
fine' or 'good' and ‘fully-good* Broach are so close that they may 
be used as substitutes in some cases but 'fully-good Broach and 
'fully-good 1 Bengal are in no way substitutes and their demand 
depends upon other conditions. Hence, it is certain that the data 
cannot be freed from the influence of counteracting causes. If we 
compare the prices before the introduction of futures trading with 
those of futures, we meet with the difficulty of changed circum¬ 
stances. The introduction of organised speculation has been 
accompanied by other changes such as, the introduction of tele¬ 
graphic communication, the establishment of grading systems, the 
improvement of transport and storage facilities, etc. These changes 
collectively far outweigh in importance the advent of the futures 
trading or organised speculation. 111 Comparisons of the price fluctua¬ 
tions of similar commodities such as cotton and jute or cotton 
and wheat present the difficulty that the prices are not entirely 
independent of one another. It bhould be pointed out that unfor¬ 
tunately, any one of these methods is subject to one or the other 
defect which prevents il from establishing the singular effects of 
speculation upon puces In fact, it is admitted by economists that 
none of these methods is satisfactory. 20 

Recent studies made to test effects of speculation upon prices: 
We may also tefer in this connection to studies made abroad. 
Recently special studies have been made in some countries to 
Bcrutimse the effects of speculation upon prices. Amongst these the 
most conspicuous and authoritative documents are: (1) the Report 
of the Stamp Commission, 1931, Canada, (2) the Report of the 
International Chamber of Commerce, 1931 Pans, and (3) the 
Report of the Special Committee of the Chamber of Commerce 
of the U.S.A., 1930, Philadelphia. 

(1) Report of the Stamp Commission: The Stamp Commis¬ 
sion observes 1 that 

"The general effect of futures trading on price fluctuations is 
to 'put on brake*. Instead of prices falling violently the fall is 
cushioned, il comes gradually in a series of small steps. Or 
conversely, instead of prices rising rapidly the rise is stepped 
up gradually. The total effect is that the market range—the 
spread between high and low prices—is reduced. Thus under 

IV if. "Jl difluuit ]i ijimIi m siltitid fur Lompmsun, so carl) a lurind has to be 
taken as npusi ntitiir of tin times before 'futures' mrc in operation that 
economic condition wholly dissimilar from those of the present aic brought into 
the problnn as distuibin? Jailors " S J Chapman and Knoop Douglas. “Antici¬ 
pation in tin Cotton Markit' 1 . The Eionomic Journal, pp.541-42. 

20 if 'The influ nu of spuuljtiM nurkiting on prius’\ Ushu? American Economy* 

Rimiw V»1 fi, pp 49 60 Usher coniludu that the problem is not susceptible 
of direct *t instud solution Sec also Economic Journal Vol. 14, Chapman and 
Knoop, and Vul. 23, Livingston 'Social interest m speculation", pp, 36-52. 

21 Report of the Stamp Commission, 1931, p.14. a ^ 
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futures trading, the daily, weekly, monthly and yearly ranges 
in price are smaller than these ranges would be without futures 
trading." 

So far as the effects of speculation upon prices are concerned, the 
Commission concludes 22 that 

"The effect is certainly and materially to lessen major ductus* 
tions in price extending from year to year and quarter to 
quarter. .. .The effect of the system with the features it 
involves in practical working is probably and more especially 
at times of active, natural or inevitable changes of price, to 
increase the minor shoTt period oscillations round about the 
stabler fluctuations." 

(2) Report of the International Chamber of Commerce: The 
report of the futures market Committee of International Chamber 
of Commerce maintains under the 'head' of speculation 23 that 

"This necessary activity of the market also contributes to the 
smoothing ouL of violent fluctuations in prices....It is 
true that futures trading being active entails more frequent 
oscillations in prices but over a long period there appears to 
be a close connection between trading in fuLures and reduction 
in the range of values." 

(3) Report of the U.S. Chamber of Commerce: The report 
'of thb Special Committee of the Chamber of Commerce of the 

U.S.A. submits 24 that 

"Futures trading has a tendency to bring closer together the 
price extremes of a given crop. There can be but little doubt 
that in many cases the intervention of speculative demand 
and speculative supply through the purchase and sale of futures 
has checked price movements and has reduced the range 
between the high and low prices." 

Information received by us on the subject: It is appropriate to 
give the information received by us on the subject here. It 
may however be mentioned that we give below only a few selected 
but representative replies as it is not possible to reproduce all of 
them: 

(1) "Speculation cannot put up a price contrary to the dictates 
of supply and demand." 

(2) "Speculative transactions make for a steady market and 
help to prevent erratic fluctuations." 

(3) "Speculation has a great stabilising influence in the market/ 1 
(22 On pp. 68 to 72 nummary of conclusion is given. 

« International Chamber of Commerce: Futures Trading} Brochure No. 10, 1931* 
pp. 15-16. 

24 Report of the Special Committee of the Chamber of Commerce of die U.S.A., 1930, 

* 2 *. 
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It will be noticed that according to the foreign studies and 
opinions received by us speculation in futures has a steadying effect 
upon the price level. It has the effect of keeping price fluctuations' 
within narrow limits. Since the interest of the speculative class lies 
in that of the trade as a whole, they can only make a profit and 
survive while serving the society. 

Conclusion: The conclusion therefore in regard to the effects 
of speculation should rest entirely upon theoretical reasoning. So 
many other factors enter the situation alongside the influence of 
speculation that it is very difficult to isolate its effects upon prices. 
The prices in a futures market are determined by the existing 
supply and demand which when taken as effective tend to be 
speculative because they are dependent upon conditions in other 
markets, and on judgment concerning the future. Future supply 
and demand in turn exert their influence oveT the present speculative 
supply and demand and the price is also affected by them. A 
speculator deals mostly in estimates o( future prices. The question * 
therefore is whether the speculative increase of supply really tends 
to depress the price and vice versa. It cannot be denied that the 
increase of supply whether artificial or genuine should tend to 
depress prices. The point to be considered is how far the specu- 
lative increase of supply succeeds actually in depressing prices. It 
will be admitted that this should depend upon the strength of 
demand. Speculators usually hold divergent opinions as to the 
probable supply and demand and one section must be wrong. 
This very divergence of opinion tends to prevent extremely violent 
variations. A bear speculator cannot depress prices by selling 
artificial cotton indefinitely in as much as, a bull speculator will 
become equally active and his purchases will raise the price. The 
combined effects of speculative buying and selling should be to 
cause prices to rise or fall in advance of changing conditions and 
to remove the extremes in piice which would otherwise result. It 
is not only in a falling market that profits can be made. It is 
easy to create an artificial demand just as to create an artificial 
supply. It cannot be gainsaid that bulls are in any way less enter¬ 
prising than bears. Contrary to the general belief (a) of agri¬ 
culturists, that speculation depresses the price and (b) of spinners, t 
that it advances the price those who have studied the subject main¬ 
tain that speculation subsides violent fluctuations and has 
no permanent tendency in either direction. Instead they hold 
that speculation brings about earlier a correct price level than 
it would otherwise be established. Where a speculative market 
is free fluctuations in prices otherwise violent and disastrous, ordi¬ 
narily become gradual and comparatively harmless. Since every 
speculative transaction is at one time a purchase and a sale at the 
other, it must have a salutary effect in stabilising prices. A profev, 
aional dealer in a market is not for the purpose of either depressing 
or raising prices. He is as ready to make money on a rise as on 
a fall. In either case, he tries to ascertain what the probable 
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tendency of the market would be before embarking on any under¬ 
taking. In bo far aa the question whether speculation in futures 
* depresses or advances the price is concerned, it may thus be 
observed that the purchases of those who buy because their investi¬ 
gations lead them to conclude that the supply is likely to run short 
or sales of those who sell since they are convinced that the supply 
has been underrated, would certainly tend neither to unduly 
advance nor to unduly depress prices. 

As to the effects of bringing about steadiness or unsteadiness 
in prices, it may be said that speculation tends to concentrate all 
the factors influencing prices in a given market. Price differences 
/between different places and positions of a futures contract are 
eliminated by ‘badla* operations. One reason why speculation in 
futures should promote stability of prices is that it stimulates the 
collection of all sorts of information bearing upon the prices. As 
information is gathered and disseminated the opportunity for 
violent price movements would be restricted in any market. The 
tendency of speculation to steady prices largely rests on the infor¬ 
mative service of the market. The dissemination of information 
should bring about the readjustment of prices from the time the 
changes in conditions are first noted. Fluctuations arising from 
causes that can be foreseen are therefore discounted in advance. 
The natural result of such readjustment would be to reduce the 
violence of price fluctuations, because, the anticipation of changes 
•in the future price affects the present market prices. On the other 
hand, speculation makes a market more sensitive to every change 
in condition of domestic as well as world supply and demand for 
a commodity. The futures market is more mobile than the spot 
market. Fluctuations, if less violent aTe more frequent in futures 
prices. For instance, today the slightest change in the supply or 
demand for Indian cotton exercises more influence on the prices of 
the futures contract in Bombay than it ever did before. In fact, 
the more perfecL the speculative market becomes the more sensitive 
it is to every change in conditions calculated lo affect the price 
level in a given market. This will result in a state of less violent 
but more frequent fluctuations in futures prices. The factors res¬ 
ponsible for bringing about this frequency in the price of ‘futures' 
are: (a) in the futures market there is more scope for reasoned 
imagination than in the spot market, (b) a far greater quantity 
of business takes place in futures than in spot and (c) the deal 
in futures is very rapidly effected. Therefore the frequency in price 
fluctuations tends to be increased though its degree or extent is 
reduced. 

It should, however, be observed that speculation especially in 
our markets at times \s responsible for increased fluctuations in 
ihe price of the futures contract. The possibility of manipulation 
in the Bombay market is a case in point. There is also an oppor¬ 
tunity for registering the influences of panic in business at Bombay 
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and trade cycles in India. Moreover, the unreasonable excitement 
of the outside public sometimes tends to cause violent movements 
in price of Indian cotton. At the same time it should not be for>' t 
gotten that eases of manipulation panic influence or public excite* 
ment are rare nowadays in Bombay and of short duration when 
they occur. On the whole, it seems safe to observe that under 
normal circumstances, dealings in futures have steadying effects 
on cotton prices. Buying and selling by professional dealers should 
tend to steady prices. 



* CHAPTER XI 

PARITY DIFFERENCES AND BADLA OPERATIONS 

PARITY difference is a vague phrase in the cotton world and 
sometimes misleading too. Speculation at times causes irregular 
movements in different cotton markets all over the world. It is 
a common conception that parity difference reflects all sorts of 
differences among various kinds of world cotton. These variations 
are generally understood to be parity differences'. These diffe¬ 
rences give rise to straddle* operations or what is generally known 
in India as 'badla* business. It will therefore be our purpose first 
to explain the meaning of parity difference and then to examine 
its relation with badla operations and finally to deal with badla 
business in this chapter. 

1. PARITY DIFFERENCE 

Meaning of the Phrase ‘Parity Difference 9 : The phrase ‘parity 
difference denotes the difference in the prices of two contracts 
based on the same growth; e.g. the price of the May position of 
the American middling in Liverpool and that of the May position 
of Middling in New York on a given day, But in India the phrase 
^'parity difference is given a technical meaning. The parity dif¬ 
ference* in our markets will denote the difference in prices of the 
two different futures contracts, based on two different growths; 
e.g. the price of the May position of the futures contract in Bombay 
and that of the May position of the American middling in Liver¬ 
pool on a particular day. In our market parlance, thus, ‘parity 
difference’ refers to the price difference between any two kinds of 
cotton contracts such as Jarilla and middling, Sake! and Jarilla, etc. 1 

Its principle: The theory on which the idea of parity difference 
is based is that if a market is nearer to the source of production 
the commodity should be cheaper there than in a distant market 
since shipping expenses will have to be incurred in the latter case. 
In cases where merchants have to purchase cotton from any two 
Mistant sources of production they take into account the compara¬ 
tive prices including the cost of transport and other charges. For 
instance, a cotton importer in Japan will consider before making 
any purchase the difference between the prices of American and 
Indian cotton. This comparison of the prices of different growths 
will give him the general idea of the parity difference between 
them. If he finds that American cotton is comparatively cheaper 
than Indian, he will arrange his programme of purchasing cotton 

>1 "The expression 'parity of rottniT is used to denote romparativr or relative price. 
The parity of Indian totton in general parlance means the price of Indian cotton 
as compared with the price of American cotton." R. G. Saraiya: Speech deli¬ 
vered at the Sydenham College of Commerce a Economics, 26th Feb, 1935. 
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accordingly. For practical purposes, however, it may be said that, 
other things being equal, the parity difference generally relates to 
the price of cotton plus the cost of freight, insurance and other« 
incidental charges between any two organised futures markets 1 
either abroad or within a particular country. When the markets 
go out of line, parity difference is regarded as either widened or 
narrowed as the case may be and the prices of two futures contracts 
are understood to be relatively high or low between two given 
markets. 

Methods of Finding Out Parity Differences: There are two 
methods to find out parity difference, namely, (a) the redurtion 
of the prices of any two futures contracts to a common denomi¬ 
nator and (b) ascertaining the intrinsic value of different growths. 

(a) The reduction of the prices of any two futures contracts 
to a common denominator: Tor the purpose of arriving al parity 
difference between the pi ires of any two futures contracts let us 
take an illustration of the Middling at New York and the Jarilla 
at Bombay and compare their respective quotations on a given 
day. The middling and the Jarilla do not mean one and the same 
kind of cotton. What these diffcicnt contracts represent may then 
be analysed here. In the hist place, the quotations for the two 
contracts mean the price of Middling cotton in New York 
on a particular day and that of Jarilla rollon in Bombay on the 
same day. These prices are expressed in the respective 

currencies of the countries, rents in America and rupees in India. 

The quantity quoted for is another point of difference. The Mid¬ 
dling price stands for one lb. gross weight, while the Jarilla price 
is for a candy equivalent to 7B4 lbs net weight. There is a great 
deal of variation in standards. In New York 'Middling upland* is 
taken as basis whereas in Bombay it is ‘Fine M.G.' Jarilla. Staple 
length of both also differs The Middling has 7 8" as the staple 

length while the Jarilla has 3 4". Finally, on the New York con¬ 

tract, cotton can be delivered at any one of the designated places, 
while on the Bombay contract it can be deliveted only in Bombay. 
Similarly, examples may be taken of American cotton in New 
York and Liverpool, Egyptian cotton in Liverpool and Alexandria, 
and Egyptian and Indian cotton in a market like Bombay or Liver¬ 
pool. In order to arrive al the correct difference in the prices 
one has thus to take into account all these points of variations 
between any two futures contracts. 

To indicate the price difference it is obviously necessary that 
the price of one futures contract be converted into the terms and 
currency of the other. This requires a definite method. The 
method for finding out parity differences between different coun¬ 
tries is given below. 

To compare Bombay with Liverpool prices: One should convert 
the former from a rupee per candy basis to a pence per lb, basis 
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«t die ruling rate of exchange between India and England and then 
compare the aame with Liverpool quotation and vice versa. For 
instance, taking the quotations on December 2nd. 1940. say. 
Liverpool at 6-80d. per lb. work* out at Re. 296 per candy at 
1/6 exchange. The Bombay quotation on that day wax Rs. 236. 
This works out to Rs. 60/- lower than Liverpool as parity difference. 

Similarly parity between New York and Bombay can be obtained 
by reducing the cents per lb. to rupees per candy at the current 
rate of rupee-dollar exchange and comparing with Indian quotas 
tions and vice versa. For instance, taking the quotation on Decem¬ 
ber 2nd, 1934. say, New York at 12.BO cents and the rupee-dollar' 
cross rate 2.70, one arrives at a price of New York at Rs. 271 
per candy which comes to Rs. 2B7, if allowance 2 is made for the 
net and gross weights The Bombay quotation at Rs. 236 on that 
day works out to Rs. 267 minus Rs. 236, i.e. Rs. 51 lower than 
New York as parity difference. 

All these points may be expressed in a simple mathematical 
formula as follows: 

To find out parity difference, multiply the price of a particular 
position in a certain market by weight in lbs. and divide the multi¬ 
plication by the ruling rate of exchange between the two countries. 
From that amount deduct the prevailing price of that particular 
position in that market and the result will be the parity difference 
in the currency of that country. OR, multiply the price by 
exchange ratio and divide the multiplication by weight in lbs. and 
by subtracting the same from the prevailing price it will result in 
the establishment of parity difference between the prices of two 
countries. 8 


2 Allowance should be made for tan in case of Nrw York price, since, it represents 

a gross weight and nor the not one as in the case at Bombay or Liverpool. This 
urc is conventionally estimated at anti so much will have to be added to 
thr price arrived at after its conversion. 

3 This formula may further he reduced to an algebraic equation which it os under: 

(i) Parity difference between Bombay anil Inupool- 

Bombav: Liverpool price X 784 lbs, —the prevailing price 
Rate of exchange 
=rParit) difference in Rs. 

Liverpool: Bomba^PnajOJa^^ 

784 lbs. 


sen many d. per lb. 

and bj subtracting this from the pu\jihng price in Liverpool, parity 
difference in pencr points will be obtained. 

(ii) Parity difference between Bombay and New York: 

Bombay: New^Jfor^^rjce^X^MJb^ —die prevailing price 
Rupce-dnller exchange, 

=Pariiy difference in Rupees. 

Ntw York: ^mbay_griw^<^Rugee-rlc>llar exchange 
784 lbs. 


=So many cents per lb. 

and by subtracting this fmni the prevailing pi ice in New York, parity 
difference in cent points will be obtained, 


12 
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(b) Ascertaining the intrinsic value of any two different 
growths: Another method of arriving at the parity difference is 
to ascertain the intrinsic value of any two growths. To find out 
the intrinsic value, the quality difference of different growths must 
be accounted for. The common belief is that there is a definite 
relationship between all kinds of cotton, say, Indian and Ameri- 
con, which is reflected in their intrinsic values. This can be 
determined by various factors such as strength, staple length, grade, 
colour, etc., or what ib known as 'Spinning performances'. Diffi- 
culty, howevei, ib that the spinning difference is simply one of the 
factors affecting price relationship. Hence, there could not be 
any fixed ratio of intrinsic value between the two varieties. 

There are some traders who, however, believe that this relation¬ 
ship is always fixed. 4 They are under the wrong impression that 
parity difference is a fixed thing. Not only do they imagine that 
parity difference is fixed, but they also act upon this belief. To 
this class of people it may be pointed out that undeT any ciicum- 
slances there can never be anything like a fixed price difference 
in existence. Parity difference simply indicates a certain and not 
at all a fixed relationship at a particulai time. On the contrary, 
this difference is more or less a constantly varying function. Those 
who imagine that there is a fixed parity difference act on the idea 
that if there is a disturbance in it, it would be a paying proposition 
to operate and take the full advantage of it. Unfortunately, when 
they actually operate under such unwarranted assumption, they 
arc likely to burn their fingers. 

Assumption of 'Normal Parity Difference 1 : Let us now ascertain 
whether there exists any tendency in this relationship which can 
be termed as 'normal parity difference'. Parity difference for prac¬ 
tical purposes is expressed in two ways: (i) Rupees or points and 
(ii) percentage. 

(i) Rupees or points: Foi the purpose of entering into badla 
business a comparison of prices after making due allowance for 
intrin&ic value has been found useful from trade experience. Let 
us therefore assume that Broach in Bombay is, as a rule, Rs. 40/- 
lower than Middling in New York because of its inferior spinning 
performance.' For instance, suppose Broach April/ May futures 

4 For prietual pui poses this follow the mugh and ready method o£ calculating 
juutv rliff iiiuc 'A champ of \ points in the priu of the Middling New York 
or that of 2 ?5 points in the price nt ihc American Middling in Liserpool would 
mean i cornspoiuling (lunge of nm mpci in tlu putt of the Hioach in India 
hull others work on tin ln*i of lain pool 1 point = annas six in India and 
New Tmk out jwnnl — annas three (his nn> lie considered luidlj scientific 
-‘-Personal umstigatmn 

Our inquiiy has nualul that this figuio at present be taken as the probable 
as<umpti(jn in thr case of New York prices Sonic take Rs. 50/- as .loimal. 
Howrvei, this it a mallei of opinion anil not a fixed thing since there are 
various difficulties m aiming at the exact intrinsic quality value difference. 
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on March 16th, 1939, was quoted at Rs. 155 and New York May 
at 6.33 cents. The T/T Bombay on New York was 2.86. The 
parity difference will be 1.44 cents or Rs. 30/-. Taking the aasump* 
tion of Rs. 40/- as normal, this will signify that there is a difference 
of Rs. 10- in favour of Broach on that day. Similarly, the example 
of Liverpool-Bombay may be taken. In the case of Liverpool 
Rs. 50/- may be regarded as the normal parity difference.* 0 Tak¬ 
ing Liverpool May at 4.43d. on 3rd August, 1939 and the rate 
of exchange at 1/6, we get Rs. 193 out of which the price of 
Broach, Rs. 154 on that day may be deducted. The net difference 
would be Rs. 39. Taking the assumption of Rs. 50/- as normal 
this will signify that there is a difference of Rs. II/- in favour of 
Broach on that day Conversely, if we take Broach April ^May 
at Rs. 154 and Liverpool May at 4.43d. and the rate of exchange at 
1/6 we get 3.50d. By subtracting 3.50d. from 4.43d. we get the 
difference of .93 Parity difference in these cases have been stated 
in either rupees or points and they therefore are known as ‘rupee- 
parity difference' and 'cent or pence points-parity difference'. It 
is necessary to emphasise that the figures of Rs 40/- in the case 
of New York-Bombay and Rs 50 in case of Liverpool-Bombay 
are nothing but pure assumptions and the actual figures 
may be different on any day As a matter of fact, parity 
difference varies with the venation in prires The higher the price, 
the higher will be the parity difference and vice versa. 

(ii) Percentage: Another way of expressing parity difference 
is that of assuming normal percentage difference between the prices 
of two futures contracts. At present the Jarilla cotton might be 
taken at 10'/ intrinsically lower in value than the Middling in 
New York and the relative parity diffeience be watched accord¬ 
ingly. In the case of Bombay-Liverpool, noimal parity difference 
may be assumed at 20 1 1 . Any percentage higher or lower than 
10 or 20respectively will be stated as so many per cent higher 
or lower than normal parity difference But here also the fact 
that parity difference is not a fixed quantum remains intact, since, 
10 r { or 20 ( /< of today might become 1 5 Or or 25 r/ t of tomorrow. 6 7 

Advantages of expressing parity difference in percentage: The 
advantage of percentage parity difference over the point ot rupee 
parity difference is that it gives a comparatively better idea of 
prices. It also gives us an average idea on both sides whereas the 
point or rupee parity difference indicates one-sided general idea 

6 Personal enquiry 

7 Instead of assuming anything as noimal panty ilifhrtnu. it may be suggested that 

a most scientific method oi aiming at normal pnie diAlienees will br to lake 
into account the quotation* nf *pot salts oE Jarilla anil Middling from the buyer*' 
market such as Osaka or Liverpool for five stars with due consideration of 
expenses from Honibay and New York to Osaka or Liverpool. Then the mean 
of five yean 1 pruts will have to be woiked out in ordci to establish the parity 
difference between them and finally, the result may be turned into percentages. 
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only* In the cate of higher prices, the parity difference expressed 
in the latter form becomes the absolute figure which might some¬ 
times mislead an operator. If the prices are higher or lower, the 
assumptions in the above-mentioned cases of Rs. 40/- in die case 
of New York-Bombay and Rs. 50/- in the case of Liverpool- 
Bombay will be changed, and the proportion of parity differences 
will not be correctly reflected in either points or rupees. The 
proportions will rather be magnified or contracted as the case may 
be, e.g. if Liverpool cotton is a shilling a lb. the value of Bombay 
will not be Rs. 50' - lower but possibly Rs. 100/-. If it is worked 
out in the percentage form, the difference will be in percentage 
and not in absolute prices. 

One example may be actually worked out in order to complete 
our discussion on percentage system of calculating parity. Suppose 
the Liverpool quotation on 4lh August 1939 is 4.4Id. then calcu¬ 
lating as usual we get 3.52d. for Broach. Now if we take 100 for 
4.4Id. we would get 79.8 for 3.52d. which comes to 20.2% as 
percentage difference. Thus instead of stating .89d. as parity 
difference it might be expressed as 20.2% as parity difference 
between the two futures markets. 

TABLE" SHOWING PARITY DIFFERENCE IN 
PERCENTAGE 

Liverpool (May American) & Bombay (AprO-May 
Broach): Bombay Prices converted to Liverpool 
Equivalent at Exchange 1/6 per Re. 




1934-35 



1935 36 



1936 37 

MraihR 

Bombay. Tuvoritool 

Diff, Boinlwy. Liverpool 

Diff. 

Bombay. Liverpool 

• Diff. 


K-. 

a. In TKJTCPnt, 

ItH 

il in percent. 

Da. 

(1 taper cent 

May 

104 

5.7" 

22.97 

226 

6.2* 

16.54 

1% 

5.58 

IQ. 18 

June 

717 

6.36 

21.54 

212 

5.92 

17.57 

210 

5.86 

17.58 

July 

228 

6.79 

22.83 

224 

6.12 

15.85 

226 

6.58 

20.97 

Aug 

2*1 

0.92 

21.27 

204 

5.77 

18.72 

215 

6J3 

21.80, 

Sept 

217 

6.75 

26.07 

198 

5.71 

20.32 

222 

6.46 

20.90 

Oct 

210 

6.58 

26.60 

217 

6.0" 

18.06 

220 

6.67 

24.14 

Nov. 

214 

6.52 

24.54 

225 

6.34 

18.30 

216 

6.45 

22.95 

Dec 

227 

6.7* 

22.44 

220 

6.26 

19.17 

225 

6.71 

23.25 

Jan. 

240 

6.81 

18.94 

205 

5.86 

19.45 

230 

(.87 

23.00 

Feb 

245 

6.72 

16.07 

198 

5.82 

21.82 

225 

7.01 

26.11 

Mar. 

228 

6.42 

18.38 

195 

5.8-1 

23.29 

238 

7.75 

29.4* 

April 

238 

6.49 

15.72 

198 

6.11 

25.53 

244 

7.50 

25.20 


8 Based (in data supplied bv Mcs^, Dcvksran Nanjre, Bombay. 
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1937JS 



1938-39 


Montiih. 

Bomb* * 

Liverpool. 

Dm 

Bombas. 

Liverpool 

Diff 


Bh. 

d. 

in i>mi rent 

Kk 

d 

inner oo at. 

May 

240 

6.98 

20.92 

174 

4.96 

1935 

June 

232 

6.75 

20.89 

161 

4.57 

193)4 

July 

227 

6.86 

23.91 

168 

4*90 

21.23 

August 

200 

5.97 

22.10 

156 

4.73 

24.32 

September 

1H3 

5.2‘) 

20.42 

152 

4.66 

25.11 

October 

165 

4.78 

20.71 

155 

4.80 

2584 

November 

160 

4.63 

20.52 

160 

4.86 

24.28 

December 

167 

4.68 

17.95 

157 

4.60 

21.52 

January 

177 

4.94 

17.61 

158 

4.79 

24.00 

February 

176 

5 02 

19.33 

151 

4.62 

24.68 

March 

160 

4.92 

21.55 

154 

4.97 

2837 

April 

160 

4 74 

22.36 

152 

4.48 

22.10 


2. FACTORS AFFECTING PARITY DIFFERENCE 

The undermentioned factors play an important role in the deter¬ 
mination of parity difference: (a) Comparative supply and 
demand, (b) Quality of the crop, (c) Transport charges, (d) Rate 
of exchange, (e) Price regulations, (f) Tariff walls, (g) Technical 
factors, (h) General outlook, (i) Local conditions, (j) War period. 

Comparative Supply and Demand: The first and foremost 
factor that considerably affects parity difference is the relative 
supply and demand of cotton in any two markets. In the case of 
a small crop in India, the supply of Indian cotton will be restricted 
and the demand being constant prices will rise This will be 
reflected in parity difference with foreign cotton. There was really 
such a situation in 1931-32, when our crop was only 4.6 million 
bales. There was a famine in Oomra tracts. The demand became 
so great that the Oomra December/ January contract lost its normal 
relations with Broach, and was quoted at higher prices. The result 
was that the Bombay market improved rapidly. It was then consi¬ 
dered to be a profitable proposition to import American cotton 
which was comparatively cheaper and actual purchases were made 
in America for importation into India. This was the natural 
sequence of prices which before the commencement of the delivery 
period ruled about as high as American cotton. A reverse case 
may alao be noted. The American supply for 1937-38 way's large 
one of 18.9 million bales and had its reflections on prices and 
parity difference of the world cotton. 0 

9 “Parity difference between Indian cotton and the American varied irum 2.66 ccntt 
on March 25th to .15 cent* on 2iid Sept. 1937 when New Yoik May prim 
fctoud at 14.03 cents and Broach Apid/Ma> at Rs. 272 and at 8.94 cents and 
R*. 183 mpccnvcly/’ Indian Colton Review: 1937-38, p.29. 
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Quality of the Crop: The character of the crop also affects 
parity difference. Suppose a certain crop contains a smaller per¬ 
centage of better staples. The demand for stapled varieties will 
be greater and hence, the prices will be relatively higher for them. 
For example India now produces about 25 lakhs of bales of long 
staple cotton, "the demand for which is always comparatively 
greater than that for other styles. In consequence, they fetch high 
prices. Similarly, if the American crop contains a greater propor¬ 
tion of better quality and staple, it will command higher prices in 
the world's crop, other factors being the same. 

Transport Charges: The next factor is the cost of transport 
including freight rate, insurance and such incidental charges. In 
the case of similar growths, e g. Liverpool-American Middling and 
New York Middling, basis being more or less the same the trans¬ 
port charges greatly affect the parity difference between the two. 
The case of Indian cotton is different. Our cotton has to enter into 
competition with American and other growths in the world market, 
and therefore shipping expenses are more important to India. 
Since our cotton is inferior to that of the U.S.A., this factor plays 
a more important part by way of keeping the price of Indian cotton 
in line or out of line with that of the U.S.A. As a matter of fact, 
freight rate is not a fixed charge but is determined by the demand 
and supply of ocean tonnage and thus varies from time to time. 
Sometimes, transport charges are subject to political situations. < 
For instance, from July 1939 onwards, the political situation in 
Europe became ominous. War looked imminent and among various 
things, war-risk insurance chaiges and fi eight Tates were raised in 
India. As a result, the Indo-American parity difference was nar¬ 
rowed down from 2.17 cents on July 27th 1939 to 1.57 cents on 
15th August 1939. 

Rate of Exchange: The rate of exchange has a direct bearing 
on the calculation of parity difference Prior to 1914 when only 
slight variations occuired from day to day in the foreign exchange, 
it was not so important a factor as it is at present. Further, the 
value of the pound sterling has a direct effect on the price of 
cotton. England went off’ gold in September 1931, and the price" 
of cotton in Liverpool went up with every fall in the London-New 
York Cross-rate. In Bombay also partly for the same reasons, 
and partly for the fact that the rupee was divorced from gold and 
linked to sterling, cotton prices soared high. But the buoyancy that 
was prevalent in Liverpool and Bombay was absent in New York. 
This upset the parity difference between the Middling in New York 
and Broach in Bombay or American Middling in Liverpool to a 
considerable extent. The depreciation of the rupee for example, 
was only about 30 ( /t while Indian cotton was 70% higher in price* 
The correction towards normal parity difference took place during 
March. Later on when the U.S.A. devalued the dollar this factor 
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achieved overwhelmingly greater importance than any other single 
consideration. For example, the behaviour of the & which depie* 
ciated by stages from 4.85 7/16 dollars on 1st Sept. 1938 to 
4.64 13/16 dollars on 30th December 1938 and to 4.32 dollars 
on 31st August, 1939, occasionally brought about the rapid 
narrowing in parity difference between New York and Liverpool 
and New York and Bombay. Thus prices may go up and down 
with the probable fluctuations in the rate of exchange and parity 
differences would be affected to that extent. 

Price Regulations: A factor that has recently entered into the 
arena of calculating parity differences is the State attempts at the 
stabilisation of the price of cotton. The State in some countries 
buys the surplus cotton and tries to prevent a decline in price by 
way of backing up the market. This upsets the market relations 
and ultimately the parity differences. A recent example of this 
kind is furnished by the announcement of a loan to fanners by the 
U.S.A. authorities on 27th August, 1938. It prevented a fall in 
the American cotton prices which ordinarily should have taken 
place in view of a crop of 12 million bales during 1936-39. In 
India there being no such price-pegging scheme in operation, the 
market recorded a decline in prices. The inescapable result was 
that the Indo-American parity difference widened from .99 cent 
per lb. on 1st September, 1938 to 1.48 cents on 23rd March* 
1939. Secondly, President Roosevelt emphasised in a special 
message in April, 1939, the administration's desire to increase 
cotton exports with the help of subsidy and the lndo-American 
parity difference widened further to 1.58 cents on April 27th and 
2.33 cents on June 29th, 1939. These facts go to show that arti¬ 
ficial price regulations exercise a powerful influence on parity 
differences. 

Tariff Walls: Import duty on raw cotton has its repercussions 
on difference in price of cotton. This will be particularly obvious 
in the case of long staple cotton in India, if the foreign cotton has 
to pay import duty that amount should be added to its price 
before arriving at parity difference between the two. Any import 
duty imposed on outside growth would tend to keep the internal 
price of better varieties relatively higher. It will aho render the 
imports of foreign cotton uneconomic and unremunerative foi spin¬ 
ners. For example imports of foreign cotton in India declined 
from 7*27,000 bales in 1937-38 to 4,01,000 bales in 1938-39. 
This decline was largely due to the doubling of import duty by the 
Government of India with effect from 1st March, 1939. The New 
York-Bombay parity difference shrank from 1.48 cents per lb. to 
1.22 cents during April, 1939. This really meant a parity diffe¬ 
rence of 3.39 cents per lb. due to the higher duty of 2.17 cents 
per lb. This amply explains the importance of tariffs in parity 
calculations. 
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Technical Factors: Mention should also be made of the set of 
factor* (hat sometimes influences cotton prices and causes them to 
remain high or low affecting thereby the parity difference. These 
are known as 4 technical factors'. Among them the most conspi¬ 
cuous are the attempt at comer, squeeze, etc. Manipulation at 
times affects the parity difference. An attempt to tamper with 
any particular position of a futures contract by manipulating the 
spot rates has also a temporary effect on price and parity difference 
is disturbed in consequence, 

General Outlook: World-wide business conditions and economic 
as well as political outlook are some of the general factors that 
affect parity difference. 

Local Conditions: Local conditions also affect parity difference. 
The effect varies with the higher or lower level of prices in a 
given market. 

War Period: If we compare the range of fluctuations in the 
price of Broach in Bombay with the range of fluctuations in that 
of Middling in New York, we find that Broach lost all its normal 
price relationship with Middling during the period of war. The 
parity difference between the prices of Broach and Middling varied 
from a discount of 1.49 cent points for Broach or minus 1 7.4 % 
in the beginning of September 1939 to a premium of 1.47 cent 
points or plus 14.1 r /l over Middling in the middle of December 
1939. At this stage, along with the changes in the respective prices 
the parity difference took a reverse turn and it got widened to 
the maximum discount of 4.57 cent points for Broach or 44.1% 
in the first week of July 1940. It will be noticed that Broach cotton 
which was dear by 1.47 cent points or 14.1 r /t in the middle of 
December 1939 became cheap by 4.57 cent points or 44.1% in 
the beginning of July 1940. This tendency continued during the 
second year of War. A gap in the price-spread between the U.S.A. 
and Indian cotton widened and became violent by the end of the 
season 1940-41. For instance, the price parity between the two 
cottons widened from 103 cent points per lb. on September 5 V 
1940 to 651 cent points on August 26, 1941. In consequence, 
our imports of the American cotton during 1940-41 were reduced 
by 97% as compared with the imports of the previous season. 
Among other factors responsible for this drastic decline in imports 
were, of course, the transportation and exchange shortages. 

3. RELATION BETWEEN PARITY DIFFERENCE AND 
BAD LA BUSINESS 

Having explained the conception of parity difference and the 
factors responsible for the same, we should now determine its 
relation with the badla business. For this purpose, we shall have 
to define the word 'badla or what is known in other countries as 
straddle*. 
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DifaMon of the word Mr 1 or Sfoddlo; The term 'badla’ 
or straddle is constantly used in the Bombay market particularly 
since the World War of 1914-18. A 'badla' operation consists of 
any transaction which implies bridging the gap or covering the 
spread between the prices of the two futures contracts* by buying 
the one which seems comparatively low in price at the moment 
and selling the other which is relatively high. 1 * Badla operations 
also consist of simultaneous buying for delivery in one month and 
selling in another in the same market. For instance, suppose a 
dealer in Bombay buys 100 bales May futures at Rs. 400 per 
candy and sells the same quantity of July futures at Rs. 410 per 
candy. Then whether prices rise or fall as a whole, he gains if the 
difference between the two prices becomes leas than Rs. 10/- in 
this case, but if it becomes more, he loses. On the other hand, 
had the dealer bought July at Rs. 410 and sold May at Rs. 400 he 
would have gained in the case of the difference increasing and lost 
in the case of its decreasing. Badlas are nothing but operations 
based on differences between the prices of two different or same 
qualities of cotton or two different markets such as Bombay and 
Liverpool. The dealer in badla may operate in one way so as to 
gain if the difference upon which he is speculating increases, and 
in another way so as to gain if the difference decreases. His gains 
or losses are in no way affected by upward or downward movements 
of the market as a whole, because, he is mainly concerned with 
the difference or what is known in India as 'Gala' between the 
prices of two contracts. Badla business therefore is regarded as 
one of the most highly specialised forms of tTade activity on the 
leading futures markets, like Bombay, New York, etc. 

Various kinds of Badla Operations: There are various kinds 
of badla operations; (a) A badla between a near and distant 
month in the same market, 11 e.g. May and July futures in Bombay, 
(b) A badla between two different kinds of cotton, say. Broach 
and Oomra, in one market like Bombay or American Middling 
and Uppers in Liverpool, (e) A badla between two different mar¬ 
kets, say, buying Jarilla in Bombay and selling 4F in Karachi or 
buying Sakels in Alexandria and selling Middling in New York, 
(d) A badla between two different commodities, i.e. purchase of 
one commodity like cotton against sale of a different commodity 
such as wheat or jute, both of which should normally be closely 
allied m price movements. This may be in one city, country, or 

10 “A straddle means a transaction in cotton for Future delivery in which contracts 

are made either (i) fur the purchase, of a certain number of bales of one growth 
for a certain period of delivery and for the sale of an equal number of bales of 
the same growth for another period of delivery, or (ii) for the purchase of 
a certain number of bales of one growth for a certain period of delivery and 
the sale of an equivalent or approximately equivalent in weight of another 
growth of the same or another period of delivery.'* Rules of the Liverpool 
Cotton Association: Rule No. 27. 

11 This is fttriedy known as ‘Switching’. 
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between different countries. For example, sale of cotton against 
purchase of seeds in Bombay or sale of cereal like Barley and 
Oats in Chicago against purchase of cotton in New York. Thus, 
there are four main kinds of badla operations. 

Spread between spot and futures prices; There is still another 
type of badla business in existence. The badla between prices of 
futures and spot cotton is commonly called ‘a spot-futures spread’. 13 
Suppose futures contract is ruling at Rs. 475 and the spot cotton 
is higher or lower than futures on account of various internal 
causes such as supply relative to demand for a specified growth* 
Against the futures, Surat, Navsari, etc. can be tendered at market 
differences. But due to better demand foT these varieties they 
may command higher premium on spot. Further, suppose the 
supply of Dholera is greater than trade requirements. It will then 
be discounted in spite of the fact that it is lenderable against the 
Jarilla contract and it must fetch the prevailing prices. This dif¬ 
ference in either premium or discount is known as spot-futures 
spread'. 

Badla Business and Parity Difference; Parity difference and 
badla difference are interconnected and go together. One affects 
the buying and selling operations xn different markets and the 
other helps in bringing about the necessary adjustment of prices. 
The purpose of badla operations is to take advantage of a tempo-' 
rary disparity in anticipation of what should logically happen. 
Badla is thus an operation whereas parity difference is a guide by 
which operators come to know of the most attractive contract 
position or market. Their relationship may be expressed by saying 
that parity difference gives rise to badla business which in turn 
aids in the maintenance of normal price differences between dif¬ 
ferent months and markets. Badla business refers to trading 
operations while parity difference points out differences in prices 
of two kinds of cotton. The entile badla business is based on 
price differences since it depends upon the calculations of parity 
differences. Parity difference between two markets or positions 
of contracts on a certain date induces a trader to enter into badla 
business as recommended by the then Tuling price differences. 
Thus, parity difference and badla operations are closely related 
terms; one is the cause and the other is the effect. 

4. BADLA OR STRADDLE OPERATIONS BETWEEN 
THE WORLD MARKETS 

Position of Badla Business in other than cotton markets; The 
position of badla business in other than cotton markets may be 
reviewed here. It is not only in the cotton trade that badla opera¬ 
tions are put through but this kind of trading is carried on iff 
all organised markets of the world whether for commodities or 


12 Refer to Chapter on ‘Hedging'. 
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securities. The terminology differs according to the business* Ob 
the stock exchange, badla business is known as ‘arbitrage 1 dealing. 
r In the grain market, it is called ‘spreading*. 1B Hence, they can be 
called more or less synonymous. An operator dealing in this kind 
of business is known as a ‘straddler' in cotton trade, a spreader* 
in grain trade and an 'arbitrager' in stock and securities. 

Badla or Straddle Operations within a country: Badla business 
finds its real field within the limits of a particular country. The 
advantage of carrying on badla transactions within a countiy is 
that the dealer has not to refer to the exchange rate and such other 
factors. For example, Ahmedabad traders sell in Bombay when 
i the two prices go out of line and buy in Ahmedabad. In such cases 
the operator may be prepared to take or give delivery against his 
badla operations at current prices, because, he believes that by 
the time of delivery, Jarilla will have higher price or because, at 
some point before delivery date he will be able to enter into a 
reverse transaction at a profit. In Karachi, dealers sell in Bombay 
against their purchase of 4F. This entails a conversion of Karachi 
maunds into Bombay candy. If 4F rules at Rs. 34 on 3rd January 
1940, they work it out at Rs. 324 per candy in Bombay. Suppose 
the Broach on that date is Rs. 320. There is thus a price difference 
of Rs. 4/-. This may not be in accordance with the assumption 
of normal parity difference and badla business takes place. More¬ 
over, regular badla business is going on between two different 
• growths of the same commodity in the same market. Suppose a 
merchant in Bombay thinks that Oomra is lower and Broach is 
higher than warranted by a normal spread between the two con¬ 
tracts. He buys Oomra and sells Broach againsL it For example, 
in 1938-39, a feature of the season was the behaviour of the Oomra 
contracts which remained very firm in comparison with Broach 
owing to the serious damage done to the crop by unwarranted 
rains and hail storms during October 1938. As the season opened 
the Btoach-Oomra spread stood at about Rs. 18. It narrowed 
down to Rs. 14 at the end of the calendar year. On 25th March. 
1939, it stood at Rs. 11 and on July 25th 1939 the OomTa was 
sold at a price only Rm 3 lower than the Broach. Thus, it offered 
* a good field for badla activity between the Broach and Oomra 
growths. Apart from India, badla business in the same way is 
carried on in the U.S.A., Canada, England» the Continent of 
Europe, etc. 

Straddle or Badla Business Between any two overseas markets: 
Reverting to badla operations between overseas markets, it may 
be pointed out that the business is being done between (i) Bom¬ 
bay and Liverpool, (ii) Bombay and New York, (iii) Bombay 
,>and Alexandria, and so on. There is the risk of fluctuating 
exchange rates in all cases except between Bombay and Liverpool 

13 Sump Report: 1931, p.32. 
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in which case the Rupee is linked with the sterling. Hence, the 
Bombay-Liverpool badla is more popular in India. Since England 
went off the gold standard, and since the U.S.A. devalued the 
Dollar, complications are being experienced by straddlers. It is 
believed that since September, 1931, parities dance according to 
the whims of the exchange. In spite of this, badla business between 
any two foreign markets is going on to a great extent. Of course, 
it will be difficult to know undeT such conditions, what is a normal 
difference at a particular time. But to an operator, normal dif¬ 
ference is usually the Bpread or difference most likely to develop. 
Thus, futures markets of the world afford an opportunity to this 
special class of traders who can intelligently enter into badla 
transactions to their advantage in all markets of the world. 

Volume of Straddle or Badla Operations in the Indian markets: 
Since Badla business either within the country or with the foreign 
markets is in normal times regularly carried on all over the world, 
its volume is bound to be considerable. Various estimates have 
been made in this connection. Badla business in Bombay is 
roughly estimated at two or three lakhs of bales in each contract 
with each leading market like Liverpool or New York per annum. 
It should be stated that this figure only refers to the volume bet¬ 
ween foreign markets. No consideration is given to the amount of 
badla business within the country. Badla operations between' 
Bombay and Karachi might amount to about a lakh of bales per^ 
year 14 Similarly, account should be taken of the badlas put in 1 
with Ahmedabad, Indore, etc. Though exact estimates are impos¬ 
sible in view of the information received by us, the total figures 
can be roughly estimated at 8 to 10 lakhs of bales of badla busi¬ 
ness within the country. 

5. UTILITY OF STRADDLE OR BADLA OPERATIONS 

Prices in different markets tend to become such that an operator 
can buy in one market and immediately sell in the other at a profit. 
If the price differences widen or narrow appreciably without appa¬ 
rent changes in coats, a dealer would get an opportunity to do 
badla. Operators in the trade realise the essential unity of all 
markets of the world and they are quick to take advantage of any 
disparity between them. 

Economic Functions: The important functions of badla business 
aie (i) to keep the priceB in different markets in line, (ii) to act 
as a connecting link between two prices, and (iii) to cement the 
spread between spot and futures prices. Taking the first function, 
it is the straddler who by his operations keeps the prices in 
different markets in level. Secondly, badla business tends to mini-f' 
mise as far as possible any price differences which ate not normal 


14 Personal investigation. 
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between the two contracts. Unusual pressure on one market or 
contract occasioned, perhaps* by the marketing of a crop may 
depress it below its normal relation to the other. The straddler is 
constantly watching for such price disparities and operates accord¬ 
ingly. Finally, when spot futures price relationship deviates, it is the 
badla business that tends to bring it back into line and hold it 
there. This continual alignment and realignment of prices reflect 
not only present prospects but future conditions as well. The 
character of badla may be of short and long terms. Badla transac¬ 
tions may be completed by actual delivery or by offset. But the 
economic functions of badla business lie in the just determination 
of differentials between localities, positions of a futures contract 
or two different contracts and in some cases, different kinds of 
products of an analogous nature. 

Facilities for Badla or Straddle Business: To realise these func¬ 
tions straddlers are given various facilities. By far the greatest 
facility afforded to this kind of trading is the natural difference 
in the timings of different markets. On account of this difference 
in time, Liverpool opens at about 2-30 p.m. in Summer and 3-30 
p.m. in Winter according to the Indian time. Opening of the New 
York market is late by 8 to 9 hours compared with India. More¬ 
over, some special or extra facilities in the form of a special 
commission are granted to straddlers in most of the leading 
exchanges. This commission is known as 'a badla or straddle 
commission.' It amounts to one-half of what it coBts to buy or 
sell outright two futures contracts. Further, a smaller amount of 
margin is required on badla transactions than on ordinary futures 
contracts. Thus, apart from the natural time differences a strad¬ 
dler is given every possible assistance by different exchanges. 

Qualities Required of a Straddler: The badla business necessir 
tates a constant touch with the foreign markets. The straddler 
must be a man of intelligence and expert in grasping market condi¬ 
tions. He should generally be alert regarding any developments 
affecting the relations between any two markets. Not only must 
the straddler be familiar with the usual factors affecting the price, 
but he must also have an up-to-date knowledge of shipping costs, 
storage expenses, physical conditions of deliverable supplies, fluc¬ 
tuating exchanges rates and so on. Besides, badla lgisiness 
demands experience and study. He must have a clear idea of 
proportions between any two contracts. If a straddler sells in one 
market a certain quantity he will have to buy proportionately in 
the other. For instance, the Indian proportion for badla operations 
is generally 500 bales in Bombay against 400 bales in either Liver¬ 
pool or New York. He should be guided by the facts available, 
(for. his success depends primarily upon knowledge of essential 
facts. There ate certain firms in Bombay as in other markets 
which make a speciality of badla business and devote their full time 
to the work. There are some whose business is in another field 
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but they place an occasional badla transaction and are considerably 
handicapped by a lack of detailed knowledge of this kind of busi* 
ness. Thus, because of its highly technical nature, straddlers in 
India are comparatively few in number. 

Uses of Badla or Straddle Operations: Since badla operations 
affect the movements in different markets or of different positions 
of contracts, farmers, spinners, shippers and merchants, take into 
consideration this element of price differences and operate accord¬ 
ingly. Such transactions have their justification in the protection 
they give to all these various interests. Farmers would like to sell 
in what they think to be a relatively high market. At the same 
time, spinners would like to put their order in what they consider 
to be a comparatively low market. Shippers who have cotton 
hedged in Bombay may transfer it to Liverpool when Bombay 
becomes high. The spot interests can move their hedges and get 
the result aimed at by entering into badlas. Commission agents 
can use this method to guarantee carrying charges from one deli¬ 
very month to another. Others may enter into badla business in 
order to safeguard their positions. For instance, mill buyers may 
have bought May contract in October at Rs, 450 to cover an order 
for goods to be delivered at Borne distant date. Before they buy 
cotton to fill, the orders they may find that May has gone up by 
about Rs. 25 while July has advanced by only Rs. 15/-. They may 
therefore sell their May and buy July and make a profit. Specu 
lators also do a great deal of this business so that such transactions 
account for much of the badla operations on a futures market like 
Bombay. Thus, badla business can be put to a variety of uses by 
a number of trading interests. In certain cases deliveries are also 
ultimately resorted to, otherwise, when a purchase of one contract 
and a sale of another aTe made, both remain open, to be closed 
by a subsequent transaction. In many situations, badla operations 
cannot be completed by actual delivery, e.g. buying of the Middling 
in New York and the selling of the Jarilla in Bombay and therefore, 
generally, these operations are set-off before the arrival of the due 
date. 


6. INFLUENCE OF BADLA OR STRADDLE BUSINESS 

The object of these operations is to take advantage of temporary 
conditions which may cause two markets or two delivery positions 
in the same market to sell at wider ot narrower differences than 
commercial conditions warrant. The obvious purpose therefore is 
to benefit by the comparative widening or narrowing of the dif¬ 
ference in prices between purchase and sale. 

Its Advantages: There are many advantages claimed by the 
supporters of the badla business: (i) Badla operations modify 
a tendency towards run away price movements in any specific deli¬ 
very position, (ii) These operations serve the purpose of eliminating 
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undue fluctuations which may tend to put the market out of lino 
with its commercial surroundings, (iii) They serve as a connecting 
link in the price level (iv) They make a market broad, active 
and mobile for hedgers, (v) When intelligently employed, they 
aid in bringing prices into proper balance both with respect to 
time and position, i.e. they tend to bring back the two markets or 
two contracts into proper alignment, (vi) They tend to prevent 
the development of unhealthy situations like manipulations of 
prices, comers, squeezes, etc. and (vii) They make it possible to 
carry on marketing smoothly and economically. 

Objections Against Badla Business in India: The usual criticism 
against badla business may be thus stated: (i) During the active 
hedging period in the U.S.A. prices tend to show weakness and 
some operators buy in New York and sell in Bombay where prices 
may even be lower on account of the double pressure of hedging 
and speculation, (ii) All badla operations result in artificial supply 
and demand because there may not be the least intention of taking 
or giving delivery, (iii) Badla business is unproductive, since, it 
neither helps in making nor in disposing of the crop, and (iv) Badla 
business has depressed the Bombay market. 

Observations: Prices in the various world markets and in any 
given market for the several delivery months always bear a definite 
relationship whch is primarily based on existing commercial condi¬ 
tions Apart from the variations in differences caused by broader 
commercial developments operating over longer periods of time, 
there aie numerous tiansitory fluctuations in prices caused by the 
appearance of sudden waves of buying or selling in one market 
or another. This in turn may have been caused by a number of 
local and general factors. But such a wave of buying appearing 
in one delivery position of a futures contract in a given market 
would tend to strengthen prices for that position relative to others 
and here a straddler steps in. Through his badla operations the 
effect of the heavy buying U spread throughout all the delivery 
months in the market. The tendency therefore would be to lift 
prices in that market relative to prices in other markets. Similarly, 
in the case of selling orders, the effect would be the reverse. Obvi¬ 
ously, as a result of badla operations undertaken by those who 
are qualified by virtue of experience and information, the prices 
of different futures contracts either between two different markets 
or in the same market will be brought into line. These prices in 
turn are more likely to reflect common opinions as to the general 
conditions of supply and demand for cotton. The badla business 
ps therefore a very important trading activity in the futures markets 
of the world. In fact, badla operations play an important and 
useful part in helping to maintain a well-balanced world market 
and prevent violent fluctuations in a given market. 
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Again, even in the absence of futures trading system in the 
world, India business can be carried on. With the means of inter- 
national communications now afforded all over the world, different^ 
markets when not hampered by extraneous conditions would tend 1 
always to seek the same price level. Undoubtedly, as a rale, com¬ 
mercial people will choose to buy in upmarket that appears relatively 
low for the time being and sell where the prices rale high. Similar 
will be the case with different positions of the same contract or 
two different growths in the same market in the same country or 
in different countries. Thu action on the part of a straddler tend* 
to ensure that prices in markets which are in close communication 
shall differ only by an intrinsic difference in quality plus the cost 
of transport, etc., from one place to the other and shall remain in 1 
level. 



CHAPTER XII 
COTTON PRICES 

IT is said that the knowledge of the tiend of cotton prices is more 
important than any other single factoi to a cotton man. This raises 
the question regarding the causes of high and low level of prices. 
The spot situation may be and often is an important factor for 
particular grades of cotton, but the general level of cotton prices 
Is determined laigely in a futures market which tries to adjust it 
probably a year ahead. 1 It should therefore be our object to 
analyse the movements of prices as registered in a futures market, 
s.g. the Bombay cotton futures market and ascertain how far they 
can be successfully foiecabted in advance by the dealers in futures. 
For this purpose, we need to take into account the major and minor 
factors affecting piket- in a riven market and then to consider 
difficulties or points involved in such a forecast. 

1. LONG TERM FACTORS AFFECTING COTTON 
PRICES 

Taking first the long term factors affecting prices, it may be Baid 
that cotton future" au* bought and sold in just the same way as 
any other article ordinaitly haded in. Hence, the fundamental 
factors affecting the price of cotton futures are the same as those 
in the case of any other article, vi/„ (i) cost of production, (ii) 
general level of commodity prices, (lii) demand, and (iv) supply. 

Cost of Production: The nearest approach to what is called 
cotton prices' is the cost of production. It includes the necessary 
coats for land, labour and rapital and an additional payment for 
the efforts of the grower just sufficient to keep him from either 
increasing or reducing the size of the crop. The cost of producing 
cotton varies widely from field to field and from country to country, 
but there is a minimum figure below which a farmer cannot afford 
to work the less productive area. It should, however, be made 
clear that at any given time the price of cotton bears no relation 
whatever to the cost of growing it. Once the crop is produced it 
must be sold for whatever it brings regardless of the cost of pro¬ 
duction. This may be qualified by the possibility of withholding 
a portion of the supply from the market in years of lower prices 
and selling it in those of higher prices. The net effect of such a 
procedure is to iron out the extreme variations in prices and make 

1 ‘‘Since it is in tin futims operition tlial lnioipitcd lucck jie mci ami uiuc hf the 
mechanism nt \tuiUllts, siuh nulls an .iviragul oul .mil lominuniciilcd to die 
spot maiket, it nu} he sjul ihit tin founts mukrts Jttcrminr the priers 1 ' 
US. Dipaiumnt nl Aguculnm Tuhniul Ifullmn No, *50, ]<J2K, p.k 
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them conform more closely to the production costa over shorter 
periods of time.-' It is thus only over a long period of time that 
such a relationship is evident. ^ 

General Level of Commodity Prices: At what level this cost 
of production happens to fall is determined by the general level 
of prices of all commodities. The general level of prices is deter¬ 
mined by the supply and demand situation along with the puTchas- 
ing power of the monetary unit in terms of which the prices are 
expressed. In a trade which is so largely international in character* 
questions of the rate of exchange inevitably achieve greater signi¬ 
ficance and now that so many countries arc off the gold standard, 
including every major cotton growing country these questions are^ 
gaining unusual importance. In connection with this factor there 
are three price movements worthy of note: (i) changes in the 
general level of prices of all commodities, (ii) the gradual change 
in the relation of cotton prices to those of other commodities, and 
(iii) short-term fluctuations The general trend of price changes 
from one period to anothei is responsible for a large part of the 
change in the price of a particular commodity like cotton. The 
changing business conditions usually referred to as 'business cycles' 
also cause fluctuations in the price of cotton through their effect 
on the ability and disposition of buyers. Short-term fluctuations 
are more or less iiregular They originate in or turn upon a wide 
range of causes relating to demand and supply. It is thus a matte^ 
of common knowledge that with generally unchanged crop situa-, 
tion, the improving trade conditions lead to rising prices foT a 
particular commodity and the declining conditions lead to falling 
prices, other things being equal. 

Demand for Cotton: The demand foT cotton is determined by 
two general factors: (i) the need of the people and (ii) purchasing 
power. Theie will be a demand for cotton so long as people need 
cotton and possess means to purchase it. Cotton falls in the list 
of what economists call 1 necessities'. Its demand is therefore sup¬ 
posed to be fairly stable as well as relatively inelastic and every 
change in price should not be thought of as a change in demand. 

Other factors affecting the demand for cotton aTe: (i) an* 
increase in population with corresponding increase in needs for 
cotton, (ii) industrial developments along with new and extended 
uses for cotton; and (iii) changes in business conditions, in styles 
and in competition of other textile fibies. The influence of all these 
factors is reflected in changes over a period of time and is largely 
responsible for the general trend in cotton consumption. Again, 
the demand for cotton consists of two elements, viz., active demand 

2 Vu\ often the jnntliiLfpi ul otum nuki nu jilt quart adjustment* in the aerv^f* 
lm die iulJouini; imp and anotliu Ijigi supply mines on the market to add to 
an ahead} uifljud t.irrj our I/nilri such romhbrxns pnixs are oftin depressed 
to ixtitmi low levels othu things being equal. 



COTTON PRICES 


195 


and potential demand. The former refers to the activities in a spot 
market and the latter to the activities in a futures market. The 
actual demand for cotton is measured by the consumption in mills 
and by exports. However, the changes in mill consumption and 
in exports may not be accurately synchronised with changes in the 
market demand for raw cotton on the one hand or with changes 
in the demand by ultimate consumers of cotton goods on the other. 
Hence, such changes in movements may have very little relation¬ 
ship to purchases of raw cotton or to consumption by mills. The 
forces on the demand side in general exert their influence on the 
market through the channels both of consumption and of specula¬ 
tion. The immediate price reaction is the same in kind, regardless 
of the speculative purchase or the actual purchase for immediate 
or future deliveries. 

Supply of Cotton; It is customary to say that the price of an 
article is determined by its 'supply and demand 1 . Being interde¬ 
pendent, one cannot say that either the demand or supply is the 
more important'fat tor in determining the price. It can, however, 
be ascertained which, in a given situation, is more influential in 
causing prices to change. Since the demand for cotton is fairly 
constant and comparatively inelastic, changes in supply are rather 
important accounting for major price variations. The chief charac¬ 
teristics of cotton supply are: (i) The additions to supply occur 
•but once a year. (ii) Supply is subject to vagaries of weather 
1 such as, drought, excessive moisture, storms, frost, floods, etc. (iii) 
The plant is subject to disease such as rust, weevil and an endless 
as well as ever-changing list of other forms of pestilence, (iv) 
Supply is widely distributed all over the world in as much as 
millions of farmers of different countries produce cotton, and (v) 
Several months elapse from the time of planting to the time of 
harvest. For all these reasons there remains an uncertainty of 
what the season's crop will be. 

The supply of cotton usually consists of two elements, (i) visible 
and (ii) invisible. A visible or actual supply may be fairly account¬ 
ed for. An invisible or potential supply is far more difficult 
• to estimate. It continually injects uncertainty in estimating the 
total supply. The visible supply takes into account figures of cotton 
in transit and afloat, at terminal points, in stoie, and in the hands 
of mills. The figures of invisible supply cannot be accurately 
availed of, because, they consist of those portions of cotton which 
may be in the hands of farmers and upcountry dealers. Moreover, 
figures of new crop are nothing but estimates though they serve 
as an important index of future supplies. The supply thus includes 
ffour items: (i) Carry-over, (ii) production of the current year, 
*(iii) prospective crop of the growing season, and (iv) stocks of 
manufactured goods. Over a long period of time, availability and 
volume of substitutional materials should be taken into account. 
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Each of these items varies in importance from one season of 
the year to another. For instance, in India the size of the total 
current crop becomes fairly certain by April and this plus the « 
carry-over makes up the supply of the Indian cotton for the season. ' 
The next crop is also a factor on the Bupply side. But its influence 
on the price of spot cotton at this time is negligible. During this 
period the price Is therefore largely a result of adjustment of a 
kno*vn supply to the strength of demand. This adjustment is usually 
made before the close of the period. It can also be made earlier 
by the trade. The statistics of value in this period aie those 
showing: (a) April estimates of production for our cotton, (b) 
the carry-over, (c) business conditions, (d) mill takings, (e) mill 
consumption, (f) stocks of piece goods, (g) activities in the piece- ^ 
goods market, and (h) shipments of cotton and cotton piecegoods. 

Then comes the pitching of the new crop and adds an un¬ 
certainty to ihe supply side which has an influence on the price of 
ihe old us well as the new crop. During this part of the year the 
market is particularly responsive to all influences affecting the 
growing crop both in India and the U.5.A. By this time, the dis¬ 
posal of the old crop has become fairly certain. The U.S.A. Reports 
of acreage and crop conditions and the 'Cotton forecast* issued 
by the Depuitment of Commercial Intelligence and Statistics, 
India; constitute one of ihe most important factors affecting price. 
Among the day-to-day influences nothing equals weather report^ 
in importance. The figures of peculiar significance at this time are, 
the piospective yield, the ginnings, the movement of the crop both 
into interior town*; and exports, weather conditions affecting both, 
production and quality of the crop and mill takings. Changes in 
the supply situation brought about by changes in estimates of the 
present and prospective size of the crop in the U.S.A., India and 
in other countries result in considerable price movements. The 
year 1937-38 is the case in point. A substantial proportion of 
the drastic decline in cotton prices early in the season 1937-38 
was accounted for by inrreases in the estimated size o F the United 
States crop for 1937-38 which turned out to be 16,946,000 bales, 
a iecord for all time This bumper CTop had a most depressing 
effect on raw cotton prices all over the world. Thus, in any given 
year, the supply of cotton already produced or in prospect together 
with the various conditions of demand, both actual and potential, 
lend largely to determine the price of cotton futures. The change 
in price due to changes either in supply or demand is essentially 
an annual movement. Hence, these principal forces may be 
regarded as long-term factors causing the major movements or 
long-time fluctuations as opposed to short-term or minor variations 
in cotton prices. 

2. SHORT TERM FACTORS AFFECTING COTTON PRICES' 
Short term or minor variations are the results of a fahrly large 
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number of causes relating to one of the two main factors of supply 
and demand. Otcurrenccs of these variations may be of a few 
months' or a few days' duration. This may even be of a few 
moments' duration. Thus, the period covered by one of these 
movements as well sb its intensity vary from time to time. Short* 
time variations grow out of the fact that the ciop is harvested 
only' once but consumed throughout the year. There should be 
someone to carry forward the supplies from the time of harvest 
to that of actual demand. It requires organisation and expenditure 
in the form of storage, equipments, insurance, handling charges, 
etc. At any particular lime, these variations in price may depart 
far from the costs of carrying cotton from one period to another. 

Market Operations: The price in a futures market at afiy time 
reflects the trade opinion which is expressed through the character 
of purchases and salcB made. The quantity of futures available 
for trading is an indefinile amount. Futures can be multiplied to 
any amount by the operators through the facilities afforded on the 
market. The trading becomes simply a matter of setting up agree¬ 
ments in which one side assumes a long position and the other 
a short one. Some of these contracts are closed even five minulea 
after they are made. There heing practically no physical limita¬ 
tion to the rapidity with which transactions are made, trading in 
a futures market ostensibly depends upon the financial strength 
and nerve of operators. This fact has an important bearing upon 
the possible influence which futures operations exercise upon prices. 
If by circumstances, one side has the support of strong financial 
interests and the other has not, it is likely that prices will move 
temporarily in favour of the former. Those on the weaker side 
may have ample evidence to support their views hut ( prices will 
not move in their favour unless and until an additional support or 
opposition is encountered. So long as the enthusiasm for higher 
prices is rising, prices are likely to advance. When the general 
enthusiasm wanes or financial support on the buying side becomes 
inadequate, a radical readjustment is sure to follow. A decline 
may be the result of either profit taking on the part of long specu¬ 
lators, a movement of bear speculators selling for a decline, lack 
of interest on the part of mills and exporters or the pressure of 
hedging operations. If there is a rise, it may be due either to a 
movement of the bears to cover previous sales, a speculative bull 
movement, increased activity on the part of mill buyers or the 
lack of offering spot hedges in the market. 

Again prices are affected both by the manner of trading and 
the amount of transactions put in. In general, a temporary advance 
or decline in price may be the result of traders increasing their 
long positions or covering their short position in the market. But 
how far this is true is open to doubt. Some believe that large-scale 
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trading tends to cause price movements in our market. 1 Others 
question it and express that perhaps price movements cause large* 
scale trading. The fact lies half way between the two views. It 
appears that the Bombay market moves through the fome of a 
third factor which affects both, the price and large-scale trading. 
This third factor seems to be the influence of the daily news. It 
is probable that these day-to-day movements in price are a product 
of both large-scale trading as such and the important news of the 
day reflected through the trading of the market as a whole. If 
the principal news items on our market, for a certain day are 
examined it will account for the day's upward or downward trend 
of the market. It is possible that one or more leading speculators 
would trade that day either in response to the movement in price 
or in anticipation of it. Many a time, however, the news of the day 
does not supply an adequate explanation of the course of prices. 
On such days, market operations grow in relative importance as a 
cause of price variations. 

Market News: If traders are in a position to sort out items of 
fundamental importance horn the enormous mass of material cir¬ 
culated and to make timely decisions, prices will reflect basic 
market conditions. Otherwise the prices may move a long way out 
of line before corrective forces CTop up. All shades of news are 
thrown together to be individually weighed by traders and then 
reflected in price through their composite judgment. In this process, 
the elements of time and opinion are all important. As for 
example, all traders in India do not receive all the items of infor¬ 
mation at the same time. Some rely on tTade journals and periodi¬ 
cal reports, some on telegraphic reports and newspapers and some 
on sources such as gossip, rumours, tips, and astrological findings. 
In order tb receive in time important information a trader has to 
undergo a lot of trouble and expense. The degree of individual 
judgment depends upon the efforts of the trader in this direction. 
It therefore varies widely between the trading interests. As a 
result, the market becomes a many-sided affair fluctuating conti¬ 
nuously in response to changing opinions. Moreover, on a futures 
market, ill-founded news play their part in affecting the price. If 
the information is lacking in accuracy, the item of news becomes 
a price factor. At times, it forms the basis of trading activity. 
Both harmful and helpful news are frequently circulated. To what 
degree a particular piece of information is inaccurate or misleading 
is difficult to ascertain, but it should be admitted that it has some 
influence on the market particularly in periods of high and uncertain 
prices. Further, the price is frequently pulled out of line from its 
normal course by false information of various kinds, such as, private 
estimates of cotton production, rumours concerning prospective 
demand, etc. 


i PljtiojuI talks. 
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Public PutidpctioBt A factor frequently mentioned in connec¬ 
tion with prices on an organised market is that of public participa¬ 
tion. The word public* usually refers to individuals having three 
characteristics, viz., (1) occasional trading, (2) trading with small 
or moderate limits, and (3) bullish attitude, i.e. trading in the 
hope that prices will rise. This body of traders comes into pro¬ 
minence during periods of rapidly rising prices. Each added 
advance attracts new traders to the market. At times when prices 
are carried to extremes, new capital ib not forthcoming in sufficient 
quantities to maintain confidence, and those already in the market 
have spread their capital over too wide an area. A reaction in 
price is all that remains to complete the cycle and liquidation with 
a complete collapse follows. Its influence is to drive prices too high 
during the boom and then to abnormally depress to a low level. 
However, it is not always the case that the public in general act 
in this manner but those liable to Budden and extreme excitement 
do so. Contiary to the general belief that the public buys as prices 
advance and is forced to sell in declining market conditions, it 
may and does happen that when prices advance, the public becomes 
sellers rather than buyers and vice versa. 4 A possible explanation 
for this is that in temporary advances, selling by public occurs with 
the view that the position will shortly be reinstated at better 
figures, and when prices decline purchases are made by the public 
in the belief that the break has run its course. For this reason, it 
may be noted that the public participation becomes a factor influen¬ 
cing the short-term movements of cotton prices only jn periods of 
market excitement, and it cannot be regarded as a factor calculated 
to influence the price under ordinary circumstances. 

Hedging: It is generally believed that hedging operations affect 
prices particularly during the marketing period. Hedges in the 
fonp, of future sales reach large proportions during the season 
when the crop moves and vary considerably between the various 
hedging interests. For instance, when cotton is in the field and 
about to mature there comes what is called ‘hedge pressure' in the 
market* Later on, when actual cotton is sold these hedges are 
simultaneously liked. Hence, if prices tend to be depressed at the 
time of hedge sales, they will tend to go up when the hedge 
purchases are made. To whal extent hedging is itself a price factor 
is therefore difficult to determine. At times, it is certain that the 
influence of hedging is felt and the term 'hedge pressure* serves as 
a guise for the real cause of price movements. 

Badla Operations: Badla operations of hedgers and speculators 
are considered a further factor influencing the price. The theory 
upon which straddlers operate is that when prices between the two 
Vnarkets, between the two months or between the spot and futures' 
contracts get out of line, they buy what is relatively low in price 


4 Personal observation. 
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and sell what is comparatively high. The general effect of this 
operation should be to bring the two prices back to their normal 
alignment. But at limes, badla operations may tend to cause high 
prices to go still higher and low prices to go still lower and thus 
become a factor unduly influencing the course of prices. 

Other Factors: 

(a) Technical Conditions: A futures market is subject to many 
technical trading conditions affecting the price at which transactions 
are made. Apparent trade activities can be created by means of 
'Wash sales', 'Matched orders’, 'Squeezes’, ‘Comers' and various 
other forms of tampering with the market. Another type of 
transactions calculated to have some effect on prire refers to what 
arc known as 'accommodation or crossed orders'. In India it 
frequently happens that transactions are made privately. For 
instance, a commission house in Bombay receives orders from dif¬ 
ferent customers. The convenient way adopted by the house 
in the disposal of these orders is that the transactions of buyers 
and sellers for the same amount, price and futures aie accommo¬ 
dated or crossed without reference to the ring. This may tend to 
prevent the market from registering price influences. 

(b) Option or Teji-mandi transactions: In those markets in 
which teji-mandi or option business is permitted, the prices are 
at times influenced by such operations, at least for the time being. 
This happens.on account of the fact that when the options mature, 
there will either be a large demand or a big supply of a particular 
futures contract and its price is bound to be affected to that extent. 5 

(c) General Economic Situation: Another Factor that affects 
the price of cotton is the general economic and business conditions. 
The most widely accepted principle in connection with the price 
is perhaps the doctrine that changes in the stock market lead to 
similar changes in the volume and direction of business activity. 
As a matter of fact, it is usual in the rotton trade to regard the 
movements of the stock market as an index of coming events in 
other markets. 

(d) Political Developments: It is a matter of common know¬ 
ledge that the political developments both national and interna¬ 
tional affect the price for the time being more often than any 
single factor. For instance, in recent years, the rearmament pro¬ 
gramme all the world over appears to have been the factor of 
considerable importance in causing the price movements. In the 
same way, rumours of conflict between nations, or military pacts 
and other similar items of information influence prices on a futures 
market. 

(e) State Control: The availability of supply as well as the 

5 Riftf to Cfajpli r nn "J lji mamli m Option' business. 
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total quantity in existence affect prices over relatively short periods. 
With a given total physical supply in existence, the quantity imme¬ 
diately available in the market at specified prices may be reduced 
by the State price-pegging policy or by other forms of organised 
control with the Tesult that prices may be strengthened temporarily. 
For instance, in America the restriction of output in 1933 caused 
an upward movement of cotton prices in 1934. Similarly due to 
the Government activities the prices of American cotton were 
maintained at a relatively high level for the greater part of the 
year 1933. In this connection, instances may be cited of the acti¬ 
vities of the Farm Board and the Cotton Stabilisation Corporation. 
The passing of the Bankhead Cotton Control Act in 1934 and the 
Soil Conservation Act of the U.S.A. point to the same direction. 
Without entering into details it may be mentioned that the price 
of American Cotton was strengthened by loans to the farmers till 
1938 and at one time the U.S.A. Government had on its hand 
11 million bales of cotton. In 1939, while thus buttressing the 
internal price of cotton the U.S.A. Government subsidised exp oils 
of cotton to the tune of 2 cents a lb. Similar arrangements have 
been made by the Egyptian Government to uphold the price of 
Egyptian cotton. Fixing of 'floor’ and ‘ceiling* prices in India 
also tends to achieve thr same results. 

(f) Spot Transactions: Last but not the least important 
factor affecting the pi ire of cotton futures is the influence of spot 
transactions. The fact that a futures contract can be converted 
into a spot transaction on the date of its maturity accounts for this. 
The general changes in prices of spot cotton are usually associated 
with more or less similar changes in prices of futures, not so much 
because one is deteimined by the other, but because they are both 
determined largely by* the aggregate of the present and future 
conditions of supply and demand. For instance, a rise m the price 
of spot cotton may mean that there is a shortage of present or 
anticipated supply in the near future. Conversely, a rise in the 
futures prices may denote the view of the dealers that the total 
available supply is insufficient for the season should the piesent 
/ate of consumption continue, 'fhus, the price of cotton futures 
an the surface represents a point of equilibrium between the bids 
and offers of those actively engaged in the marketing of cotton. 

So far as the short-teim factors are concerned it may be 
concluded that the short term variations in the price of cotton are 
the products not of one, but of a variety of causes. Generally 
spreaking, these short-term factors are not the fundamental forces 
determining the price in the long run, but they are certainly factors 
{determining the precise points for the purchase or sale of cotton 
kbr a given day* week or month. For this reason, they are of greater 
concern and more important to an operator in futures than any 
Other single group of factors affecting the price of cotton, 
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3. WAR-TIME FACTORS AFFECTING COTTON PRICES. 

The declaration of war in September 1939 influenced every 
sphere of our economic activity, some being directly affected and 
some indirectly. Those commodities which were used as sinews 
of war were subject to direct influence. Prices of raw materials 
particularly of those in which futures trading was carried on took 
an upward trend after the outbreak of hostilities. The trend of 
cotton prices in 1939 and 1940 was mainly dominated by the 
course of the war. The unexpected and fearful turns in the war 
situation during these yearB broughL many surprising developments 
in the price of futures. While at one time the war brought an 
upward swing in prices at another time it accounted for a devastat¬ 
ing decline. Cotton and jute are the cases in point. For instance, the 
price of cotton futures rose from an ordinary pre-war level of 
Rs. 160 to Rs. 341. In course of time, however, the price again 
dropped to Rb. 147-6. In view of this, it is interesting to discuss 
the prices of cotton futures markets in India during the war-time. 

Immediate Effects of war on the price of cotton Futures: 
The initial effect of the war on the cotton Exchanges of those 
countries which were not directly involved in the conflagiation and 
which were neutral, was a sharp rise in prices. The advance in 
prices continued for some months but a reversal of the trend set 
in shortly after the new year of the war. The stock exchanges 
collapsed in May 1940 when the German invasion of the low 
countries created panic among investors and speculators. Colton 
exchanges followed suit in June or July. Then there followed a 
long period of inactivity, speculators preferring to wait for the war 
situation to become more clear. ' 

The cotton year 1936-39 opened with Broach at about Rs. 160 
and it practically closed on 23th August 1939 at the same level. 
The fluctuations in prices though varied were of a limited character. 
The sudden outbreak of war in Europe changed the entire outlook. 
The crisis was the least expected and it was believed that like the 
Munich Pact, some pact would be formulated and even at the 
eleventh hour war would be averted. The Bombay market was 
therefore staggered at the first impact of war and a frenzied specu¬ 
lative activity was in evidence. The rise in raw cotton prices 
soon after the outbreak of the war was therefore most pronounced. 
Within a fortnight the Broach quotation jumped up from a level 
of Rs. 156 to Rs. 220. For instance, the Broach April/May futures 
contract which stood at Rs. 156-6 on September 1, 1939 shot up 
to Rs. 224-6 on September 15. Thus the fiist impact of war was 
to send prices abnormally high. The following table brings this 
out in a clearer manner;— 
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Table Showing imm edia t e effect! of war on cotton prkee. 
Brooch April/May quotations in Rs. 


1939-40 Year 

Opening at 
11-30 

Rs. aB. 

7th Aug. 

153 

4 

14th Aug. 

156 

2 

21st Aug. 

151 

12 

28 th Aug. 

160 

4 

2nd Sept. 

162 

0 

9th Sept. 

187 

8 

16th Sept. 

206 

0 

23rd Sept. 

208 

0 

30 th Sept. 

198 

0 


After-noon at 3 Night closing 

at 8-30 


Rs. 

u. 

Ra. 

M. 

154 

6 

155 

0 

156 

12 

154 

12 

152 

0 

. , 


160. 

.8 

159 

12 

188 

0 

166 

10 

186 

0 

183 

0 

211 

0 

222 

0 

207 

8 

202 

8 

194 

0 

192 

8 


If we compare the range of fluctuations during the months of 
August and September (the month immediately preceding the 
declaration of war and the month immediately following the out¬ 
break of conflict) we find that price fluctuations were most normal 
during August ranging from Rb. 1 52 to 160 while the same became 
equally abnormal during September ranging from Rs. 162 to 222. 
Kven if we take the range of fluctuations foT a given day, say, 
14th August and 16th September it is evident that on the 14th 
August prices varied from Rs. 156-12 to Rb. 154-12, i.e. a variation 
pf Rs. 2 per day, whereas on the 16th September the movements 
were violent varying from Rs. 206 to 222, i.e. a variation of Rs. 
16 per day. A fuither observation that may be made from the 
above table is that prices were ruling at Rs. 160 or so till the end 
of August, while after a fortnight they jumped up to Rs. 222 
registenng thereby a rise of Rb. 66 or 39. This contrasts 
favourably with the variation of Rs. 26-12 throughout the year 
1936-39. The explanation for this phenominal rise in prices is not 
far to seek. The war in Europe was chiefly responsible for it. The 
moment the conflagration was ablaze, there was a temporary 
collapse in the dollar value of the English and Indian currencies. 
The £ receded from 4.32 dollars on August 31 to 3.831 dollars 
September 18, 1939. This gave a fillip to the bullish activity 
ih the cotton market and prices began to rally fast along with other 
commodities. Among other factors the following were mainly 
responsible for this steep rise: (a) the smaller carry-over from 
the 1938-39 season, (b) the smaller crop for 1939-40 than the 
previous season, (c) the technical situation of the market, e.g. 
there was heavy short position in the market either against spot 
cotton or badla business; and (d) teji-mandi transactions. As a 
result of the combination of all these factors as well as the impetus 
feiven by the war the market moved up from height to height 
Wtabliahing new levels at every interval. Moreovef, at eveiy new 
level the badla and teji-mandi transactions had to be reversed 
which in turn sent prices still higher. 
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Effects of World War I and 11 Compared: When the hist 
World-war broke out prices began to decline and it was not until 
the war was well along in its second year that prices returned to 
normal. The experience of the war of 1914 created an impression 
that prices would collapse in the beginning owing to war scares 
and uncertainties. This impression was fostered and translated 
into action. But when the second World-war broke out the posi¬ 
tion was quite the reverse. This can be seen from the following 
table:— 

Table Showing average monthly prices of Broach futures in Rs. 


Months. 

1914- 

15" 

1939- 

40 6 7 


Rs. 

as. 

Rt>. 

a. 

June 

289 

8 

158 

10 

July 

281 

0 

152 

6 

Aug. 

227 

8 

146 

14 

Sept. 

212 

0 

195 

6 

Oct. 

185 

8 

195 

14 

Nov. 

180 

8 

229 

10 

Dec. 

175 

0 

305 

2 

Jan. 

187 

0 

299 

14 

Feb. 

199 

8 

265 

14 

Maich 

224 

8 

258 

4 

April 

267 

0 

242 

6 

May 

246 

0 

229 

0 

June 

240 

8 

175 

6 

July 

238 

6 

166 

4 

Aug 

24B 

0 

178 

4 


The explanation that can be offered for this state of affairs is that 
heavy commitments by way of monthly and annual teji-mandi 
contracts found the market this time exceptionally short. Hence, 
the market was rendered uncontrollable and prices began to rise 
by leaps and bounds. In addition. Bombay was feverishly excited 
on the steep rise in the Liverpool market and the fall in sterling. 
This put our market out of all relations with others.' 1 A reaction 
as a necessary corrective came in October 1939 when prices declin¬ 
ed by about Rs. 40. This drop in prices was due mainly to peace 
rumours from Europe. These Tumours did not take any shape and 
with the advancement of war the prices began once again to rise, 


6 Kitul on ridU supplud h\ Missrs I) \kaiaii Nanju 
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Wrd HrjliL Ni W Yolk 
ilosing ireined in Bombay 
on lliuis, morning 
ants per lb. 


Sept. 7 
Sept. 21 


190 8 
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857 May 
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touching Rs. 206 on October 14. On speculative buying by 
Bombay and Calcutta dealers the prices rose to Rs. 289-8 on 
November 30 and to Rs. 305 on December 2. Bombay saw this 
new high level of Rs. 300 after a lapse of some years. But the 
market being unsteady this level was not maintained for a long 
time. Following the weakness in the jute and other markets Broach 
dropped to Rs. 267 on December 7. The downward trend was 
however arrested by better advices from Liverpool and New York 
which sent up prices to Rs. 338-8 on December 18. The season's 
peak price of Rs. 341 was reached in the Bombay market on 
January 5, 1940. At this stage after a short pause, prices termi¬ 
nated with a downward move. A bearish tendency developed 
because of (a) arrivals from upcountry, (b) accumulation of 
stocks and (c) the Excess Profit Tax Bill. It created a slump in 
the market and the price of Broach declined to Rs. 248-8 on 
January 30. The threat of labour trouble in the textile industry 
on the question of dear ness allowance also caused some anxiety. 
A further setback in price was registered in March. But it was 
not until the month oi May that the feeling of nervousness was 
brought about in the tiade. The market was shocked by the news 
of the invasion of Holland, Belgium and Luxemburg and the possi¬ 
bility of some more markets being lost to Indian cotton. Besides, 
the closing of the Mediterranean to cargo ships increased the 
difficulties of export trade with the U.K. and the Continent of 
Europe. The depreciation of the Shanghai Dollar, scarcity of 
freight space and the difficulty of obtaining exchange permits from 
Japan further aggravated the situation. The total effect of this 
was the heavy accumulation of stocks in Bombay and Karachi 
which pulled down the price of Broach from Rs. 263-12 oh May 1 
to Rs. 181 on May 22 and to Rs. 168 on June 6. The news that 
negotiations in respect of the Indo-Japanese Trade Agreement 
were indefinitely postponed also proved depressing to cotton prices. 
This accompanied hy the lack of war risk insurance facilities 
heightened the burden of hedges. Italy's entry into the war on 
the side of Germany, the breakdown of French resistance and the 
aggressive activities of Japan in the Far East contributed to bring 
about such a demoralisation in the Bombay market that the Broach 
(quotation came down to Rs. 147-8 on July 2, 1940. This was 
the lowest point touched during the 1939-40 season As a result 
the entire war gain in prices was wiped out. 

From this point prices took an upward trend. Demand in the 
spot market developed which helped to keep prices firm. Later 
on, the Government of India announced a compulsory scheme of 
war risk insurance. This coupled with better spot demand produced 
a bullish effect on the market and the prices on 31st August 1940 
touched Rs. 190-8. On September 2, 1940 Broach was quoted 
Rs. 192. During the four months-—September to December 
1940—the range of price fluctuations was comparatively normal 
varying from Rs. 213-1 2 to Rs, 181-8, As the crop began to 
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move the pressure of hedge sales was witnessed in the market and 
the Broach fell to Rs. 175-8 on January 22, 1941. This was the 
lowest price of the 1940-41 season. During February and March) 
the tone became firm. Indian mills were the chief supporters in 
view of the fairly large war orders that they were receiving. 
Japanese houses also availed of this level. Moreover, the oudook 
was brightened in sympathy with the prices of American cotton 
which were improving because of the record domestic consumption 
and the passage of the lease-and-lend legislation in the U.S.A. In 
view of all these factors, prices jumped up to Rs. 200 on March 
14 and touched Rs. 249 on March 24. It was at this time that a 
squeeze was hinted at and a heavy rush of all-round buying 
noted. In consequence, the price of Broach, after a slight receiV •/ 
soared high and stood at Rs. 323 on May 15, 1941. An interea /, 
feature of the season was the fact that the July August 1941 
contract which was quoted at a premium of Rs. 5-B over the April/ 
May 1941 contract in the beginning was now being quoted at a 
discount of Rs. 73-12. 

Measures taken by the Authorities: To meet this extraordinary 
situation various measures were adopted by the E.I.C.A., viz., (a) 
timely warning was given by the President against over-trading, 
(b) restrictions were put on forward sales of July August and 
July contracts by a member without a sufficient cover, (e) state 
ments of outstanding business were called for, (d) the hours of 
trading on working days except half holidays were fixed froitt 
12 hpon to 5-30 p.m. with effect from May 15,1940, and (e) all 
te)i-mandi transactions exrept the annual options were prohibited. 
In the middle of the season 1940-41 it was apprehended that a 
comer in the Broach April/May contract was being engineered by 
some of the traders and at least a squeeze was within the vicinity 
of a shrewd dealer. The Board of the E.I.C.A. realised the gravity 
of the situation. Consequently, with a view to bring about the 
ease in the market they adopted the following measures: (a) a 
notice was issued drawing the attention of the trade to the clause 
giving powers to the Board to deal with 'corners* or 'bear raids* 
in any and every kind of cotton, (b) trading in new crop was 
opened earlier than May, (c) the fixing of the daily rates wau 
undertaken by the Board, (d) the trade was given a warning not* 
to accentuate the July/Aug. position any further, and (e) the 
prices of Broach April 'May and July/August 1941 contracts were 
fixed by the Board on the due dates at Rs. 297 and Rs. 230 
respectively. 

In July 1941, prices came down owing to the following factors: 
(i) import control imposed by the Government of India, (ii) a, 
circular issued by the Reserve Bank of India withdrawing the 
availability of U.S. Dollars for the payment of differences owed 
on futures business in the New York market; (iii) an order freezing 
Japanese and Japan-controlled assets in India. As a result, the 
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selling pressure developed in the market and the July/August 1941 
contract was finally settled on August 25, 1941 on the basis of 
.Re* 230 *as fixed by the Board.' Towards the end of 1941, the 
/declaration of war by Japan on the Allies aggravated our export 
situations still further by reducing the figure to almost nil. Hence, 
there was a surplus of about 20 lakhs of bales mostly of short Staple 
cotton. In view of this, the I.C.C.C. and the E.I.C.A. suggested 
some measures to meet these circumstances. The most important 
suggestions were: (1) that the acreage under cotton should be 
reduced by 50 . (2) that food-stuff* should be substituted for 

cotton, (3) that the long-staple varieties should be replaced wher¬ 
ever the short-staple cotton was grown, (4) that the Government 
t of India should come to the rescue of the cotton grower by pur¬ 
chasing the short-staple cotton, and (5) that a new hedge contract 
should be framed to solve the problem of the disposal of the short- 
staple cotton in a general way. AH these measures and suggestions, 
it should be noted, had been successful in realising the desired 
effects to a certain extent which helped the market to settle down 
under the then prevailing conditions to what may be regarded as 
'normal'. 

Ban on Futures Trading in Cotton: Political news played a big 
part in the movement of the cotton prices throughout the year 
1942-43. The opening prices were Rs. 281. The lowest 
prices of the year were touched on the 18 th April 1942 
jpr hen Broach was quoted at Rs. 141, Oomra at Rs. I 31 and Bengal 
“at Rs. 123. From May 1942 onwards, dearth was felt in the 
medium and long-staple growths. The premia of these varieties 
began to rise. This was reflected in the 4F contract in Karachi 
which at one time went up to a record premium of Rs. 90 over the 
Broach in Bombay. The reason for this is not far to seek. The 
increasing domestic consumption 9 of Indian cotton from an annual 
average of about 3 million bales to more than 4 million bales 
during the year 1942-43 should be regarded as a notable factor. 
Recognising this the newly introduced 10 “Jarilla" contract opened 
at Rs. 355 on the 15th July 1942 and went up to Rs. 380, i.e. a 
premium of Rs. 150 or so over the Broach. By the end of July 
*1942, the Indian political situation began to deteriorate. The new 
‘'contract in consequence dropped to Rs. 301 in the beginning of 
August. In response to the August resolution of the Indian National 
Congress the cotton futures market ceased functioning for a couple 
of months. Since the resumption of normal activities in the 
market, price fluctuations in the Indian Cotton Contract became 
interesting. During December 1942 the prices oscillated between 
Rs. 380 and 440. This may be accounted for by the air raids on 
Bengal and the weak technical position then prevailing in the cotton 

Tablt showing the mill consumption of Indun cotton— 

Yeai im 1919 19*40 1941 1942 1943 

Consumption (000) 33^4 2P54 2920 4209 4166 “ 44S0 

10 Rducncr to thjpter on ‘Iht Hrdgt Contract System lor Jndijft Cotton," 



208 


ITHURFS TRADING AND MARKETS IN COTTON 


market. From the beginning of the new year, the cotton price 
hazards knew no bounds but the general tone showed a really 
healthy sign on account of the new staple contract. Since the termi^ 
nation of Mahatmaji's fast on 2nd March 1943, restless price* 
movements began to characterise futures trading in the Bombay 
market. Inflationary sentiment accounted for quite a lot of the 
rise. Again, in absence of straddling between the Indian and 
foreign markets, one of the most effective corrective did not 
operate. No Boonrr did the Jarilla May position touch Rs. 647 
by the middle of March 1943, than came the Finance Members 
shaip warning to speculators. As a result, prices at once sagged 
back to Rs. 555. But it should be pointed out that the upward 
trend had more than sufficient warrant on the following basically! 
sound factors: (I) 20-22 f # reduction forecast in acreage over 
previous year, (2) the strong statistical position of stapled varieties 
covered by the hedge contracts in Bombay and Karachi, (3) the 
steady demand by Indian consumers, demand from the U.K., 
etc., (4) the upward trend of premium for staple varieties in the 
spot market, e.g., the 2B9F which was Rb. 6 'on* at the beginning 
of the season rose to Rs. 18 W later on, and (5) in spite of a 
heavy drop in futures prices, prices of cotton for ready delivery 
remained practically untouched after the Finance Member's speech 
and even in the cast* of some staple varieties they appreciated to 
a considerable extent. 

A warning issued by the Government of India on the 1st April 
1943, which was regarded as a mere threat to the speculator 
culminated in the prohibition of futures trading in cotton. It took 
the shape of an Ordinance imposing a ban on "Options and 
Forward Contracts" in the new crop since the first May 1943. 11 
As the order included even forward delivery transactions, the 
impression it tended to create in well-informed quarters was that 
the Government had a confused conception about the trading on 
a futures market. 12 A necessity of exempting the bona fide spot 
transactions in forward delivery contracts was explained to the 
Government by various influential sections of the trade. The 
Government realising the exior at once corrected it by excluding 
from the Ordinance such transactions for the new crop. This wa^ 
construed by a laige number of traders as a preliminary step to 
relaxation of control in cotton dealings. Some of them thought 
and others believed that the Government did not intend to be so 
strict about the ban as it would appear at the first sight. In pur¬ 
suance of their views about control, most of the speculators acted 
in a manner which had the effect of frustrating the very purpose 
of the Government order. Speculation became quite hectic and 
prices soared to new heights. In the middle of May, the quotation 

11 Tin Cotton Options (Inruanl Contracts and Pinlnhition) Oulri, HM3- Issued tii - 

30th Apnl 1*H?. 

12 cf “Thu Dtllu tints nor know the ililTrrenri In tween the various kind* r#f cotton 

(ontraiu is On main conclusion.' Edjioiul “The Tmus of Jndi^'^-Ml, 
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for the July position of the Jarilla contract was sent up to Rs. 674. 
v This established an all time record for the last decade or more. 
I But its reaction in the official circles was great. On the 16th May 
> the Central Government issued a fresh communique making the 
ban applicable to futures trading even in the current crop. 11 Only 
46 hours were given for the voluntaiy liquidation of all transac¬ 
tions before the 20th May 1943. On the following day 
pnces for settlement purposes were fixed by the Government 
al Rs. 565 for the May position and at Rs. 566/- for the 
July position of the 1C C. N Thus the working of the cott jn 
futures market in India was suspended from the middle of the 
year 1943. It was however the future rather than the past which 
f created misapprehension in the Government quarters. It must 
therefoie be pointed out in the fairness of things that the official 
intervention was not only premature and unnecessary but also dero¬ 
gatory to the dignified trade of the country It may be mentioned 
in passing that stabilisation devices, price regulations and other 
contrivances, well-intended but often weakened by the palliative 
element and the inherent detrimental political opportunism, have 
been tried in other countries only to end in disappointment. In 
fact, to think of stopping trading in fututes should amount to the 
economic sabotaging of the organisation of the cotton trade and 
industry in India. 

) Resumption of Futures Trading in Cotton: Under the Defence 
'Of India Rules, the futures market for Indian cotton remained 
closed for about five months from the third week of May to the 
last week of October 1943. During this interval a number of 
interested bodies tiied to bring home to the Government of India 
the necessity of lesuming the normal working of the market. Of 
all these institutions the pait played and influence exercised by 
the E1C.A., the l.C.C.C. and the Cotton Committee of the 
Textile Control Board were of considerable importance. The central 
authorities ultimately felt the weight of public opinion and gave way 
by itlaxing their grip over the market, and on Thursday the 26th 
October 1943, the auspicious day of the Divali festival 'muharat* 
S audas or transactions in the cotton futures weie fieely made under 
the aegis of the E I.C A. The Indian cotton market is since then 
functioning on otie hand in compliance with the lequipments of 
the various interests connected with the Agriculture, Trade and 
Industiy and on the other, within the terms and conditions pres¬ 
cribed by the Government authorities. The important safeguards 
with which futures trading in cotton was then permitted in Bombay 
were 1 ” 1 (1) that a floor at Rs 400 below whirh prices should not 
be allowed to sink be erected and maintained, (2) that a ceiling 

In Hit Cotton I tor waul Conti uts in Cuvruit t u>f Pmlu^iLmn) Oulu, l l U* I sue 
+ on 18th May 191* 

M Ihr following rates v,ire fixeJ (or Kaudn —R< jfl 1 foi M»\ 4f and 
Rs ]-6 for July 41 The Ciovtinivnnr Coniniuimiut iliiul ?lsi Mu l l M 
IS Gowrnmuii Puss Nul , Niw Ddhi 27th Ociobti 

14 
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at Rs. 550 above which prices should not be allowed to rise be 
raised and kept, (3) that a policy of acquiring at floor rate and 
requisitioning at the ceiling prices, if need be, should be carried, 7 
out, and (4) that a deposit of Rs. 25 per bale on the net open 
position be demanded. The ceilings and floor prices for the seasons 
1945-46 and 1946-47 were prescribed 111 as Rs. 530 and Rs.'350 per 
candy respectively for the I.C.C. in Bombay and Rs. 5 5-8 and Rs. 

37 per maund respectively for the 4F contract in Karachi. The fol¬ 
lowing were the additional terms and conditions laid down by the 
Government of India for trading in futures contracts in Bombay 
and Karachi:—(i) Trading shall be permitted only in the official 
markets of the E.l.C.A. in Bombay and the K.C.A. in Karachi who 
should obtain a prior consent of the Governments of Bombay and 
Sind respectively. Such trading in any other market shall be a 
penal offence, (ii) Tiading in options shall conLinue to be prohi¬ 
bited and shall remain a penal offence, (iii) Every member of 
the Association concerned shall deposit with the Association a sum 
which shall not be lesB than Rs. 12J per bale on the net open 
position of each member regardless of price levels. (iv) The 
Associations concerned shall enforce rigidly their various bye-laws, 
(v) The Associations retain their power to call upon any member 
at any time 1o submit a statement showing his open position and 
the accounts, (vi) When prices are at the floor rates for any o> 
all of the descriptions the Government of India undertakes to 
buy such cotton in Bombay and elsewhere, (vii) At Lhe ceiling 
prices, the Government reserve the right to requisition cotton *6 
the descriptions listed, grade and staple as named, whether for tne 
use of mills or otherwise, (viii) Staple standards shall be prepared 
by the E.LC.A. and the Textile Commissioner shall have the right 
of appeal against such standards. 

In the Press Note issued by the Government of India on 1st 
September 1947 the ceilings and floors prices for the season 1947- 
48 were fixed at Rs. 530 and Rs. 430 for the I.C.C. respectively with 
effect from 1st September 1947. Other terms and conditions laid 
down were as above. In permitting the continuance of futuies trad¬ 
ing in cotton the Government have off and on emphasized that 
this action is designed to meet the special circumf-tunces of the 
cotton market and that safeguards will be rigorously enfoiced in 
the interests of price stability. Any student of the organised 
markets will tell us that there is nothing new or surprising in these 
provisions for allowing trading in cotton futures. In fact, all these 
and many others are prevailing in sister markets abroad. Hence, 
they were long overdue for our country. 

From the above brief review of the war-time factors affecting 
cotton prices the principal points that may be observed here are: 
(i) that the immediate effect of war of 1939 was a sudden rise is. _ 
prices, (ii) that during the Second World War the prices went 

1(. Cn\finniLTU Press Note, New Delhi* 24th August l*)4<». 
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up with the outbreak of hostilities and a climax was reached in 
January 1940 while during the war of 1914 prices in the begin- 
fhing and for soirib time during the year went down* (iii) that it 
was undoubtedly a trying time for the cotton trade and market 
in India, though the cotton futures market in India has stood up 
to its many embarrassments in a most befitting and noteworthy 
manner, and (iv) that prices during the war are governed more by 
political and other factors than by pure economic considerations 
or the demand-and-supply situation in a given market like the 
E.I.C.A. in Bombay at a given time. 

4. ANALYSIS OF FORECASTING COTTON PRICES 

A cotton man usually concerns himself not only with the price 
thal will result from given circumstances of supply and demand, 
but also the probable limits within which fluctuations will be con¬ 
fined, because, if these predictions are correct, he turns out to be 
i successful operator in futures. The problem of estimating the 
probable price is not an easy task, since, it resolves itself into 
making an estimate of what the woild supply and demand will be. 

Factors to be taken into account while forecasting: Factors 
which influence the price of raw cotton in the world’s markets and 
require to be accounted for while forecasting are as follows: (i) 
Causes bound up Bolely with the supply and demand for cotton, 
^either spot or futures at any given time and (ii) Financial causes. 
* Under the first, one has to take into account the statistical factors 
relating solely to raw cotton which include (A) Annual Statistics 
and (B) Current Statistics. Annual Statistics include (a) the 
world's carry-over fiom the previous year at the close of the season, 
(b) the raw cotton produced in the growing season all over the 
world, and (c) the world's annual consumption in the cotton 
season. The Current Statistics include (a) the amount of cotton 
moving into sight any week from fields, i.e. the world's primary 
supply; (b) the amount of cotton forwarded definitely to the mills, 
i.e. spinners’ takings all oveT the world; (c) the gain or loss bet¬ 
ween (a) and (b), and (d) the visible supply of cotton in the 
World. Under the second factor, important points are: (a) Bsnk 
*rdles and (b) the rates of exchange. Besides the general method 
of studying the whole situation by the use of annual 
and current statistics and the history of cotton prices, there a r e a 
number of special methods which seem to isolate single factors and 
predict temporary price conditions. The most common methods 
amongst them are (1) Chart study; (2) Weather-map reading, 
(3) Trading on direct information concerning the market position 
of leaders in the trade, and (4) Trading on gossips, tips, astrolo¬ 
gical beliefs, etc. 

Statistics of world production of cotton and factors affecting 
it are of fundamental importance in an analysis of the cotton trade 
and prices. Their importance is due to the fact that the wotM 
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production of the staple is subject to wide fluctuations, not only 
because of changes in acreage but also because of variations in 
yield per acre through natural causes. Hence, the volume of new 
supplies of cotton available to spinners of the world is constantly 
changing. The fluctuations in world production are necessarily 
reflected in the fluctuations in world prices of cotton. Records of 
movement of cotton aTe of importance principally as indications 
of demand for the staple, and of current or prospective consump¬ 
tion of it. Those covering movement from producing areas may 
indicate also the rapidity of harvesting and ginning and the freedom 
with which producers or distributors are selling. 

Records of consumption rank with those of production as being 
of prime significance in the studies of cotton trade and prices. The 
world consumption of cotton does not vary from one season to 
another so much as does production, but it is subject to important 
fluctuations due to changes in general economic conditions, poli¬ 
tical developments and woild buying power, it is also necessarily 
affected by changes in the supply and price oi cotton and to some 
extent, by the competition of other fibres. Thus, the world's supply 
and demand, world's economic conditions and international poli¬ 
tical situations as well as local conditions arc all bound up togethei 
in the problem of forecasting the prices of raw rotton in any 
country or in a given market. 

Difficulties Involved in Forecasting: The forecasting of supply^ 
involves forecasting the acreage, the yield per acie and the quality 
of the crop. The official reports showing acreage, weather condi¬ 
tions, state of crop, etc., issued by the Depaitment of Commercial 
Intelligence and Statistics, for the Indian crop, by the United States 
Department of Agriculture for the American crop or similar official 
report of any other country do not attempt to forecast the acreage 
under cotton. It makes simply an estimate of the acreage under 
different crops as in June, in any year. This estimate is corrected 
in April in the case of India or in December in the case of the 
U.S.A. and a general forecast report of the acreage harvested, 
yield per acre and areas abandoned since that date is issued. The 
final acreage figure is arrived at by dividing the production by 
the estimate of the yield per acre. Again, foiecasting the yield 
per acre involves many factors, weather being the prominent item. 
Other factors are: (i) the use of fertilizers, (ii) labour, (iii) kind 
and number of pests and the effort used to combat them, and (iv) 
the price. However, it may be said that the methods of forecast¬ 
ing the crop are highly developed. Periodic estimates of conditions 
of the growing crop may therefore be made to serve as a basis 
of forecasting the probable yield. 

It will be noticed that there is quite a large number of factor 
involved in forecasting the world's acreage and yield per acre 
which tend to frustrate any single attempt at forecasting the world's 
supply of cotton for a given season. Similar difficulties though 
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of leaser degree are involved in forecasting the world's demand 
of raw cotton for any one year, since, it is very difficult to measure 
the world’s potential demand for a given period. Now-a-days, 
difficulties in analysing the world's supply and demand are greatly 
increased by uncertainties as to the economic policies of Govern¬ 
ments with respect of such matters as control of production and 
monetary standards. Further difficulties in either arriving at the 
total supply of or demand for rotton lies in the fact lhat the world's 
economic condition and international political developments may 
tend to upset all our calculations about them. 

Special Difficulties to be Encountered by a person attempting 
to forecast the price of Indian cotton: Apart from the common 
difficulties involved in forecasting cotton prices an operator in 
India has to face some special difficulties in attempting to forecast 
the price of our cotton. Taking first the supply side of Indian 
cotton, it may be pointed out that there remains much to be desired 
in the official estimates. Generally, there is a discrepancy between 
the official and private crop estimates. The figures of aetual crop 
may be arrived at by two methods: 17 w 

(i) Actual ciop: Net exports (exports-iinports) of all cotton (by 
all routes) mill consumption ~j' village or extra-factory 
consumption + variation in stocks (stocks at the end of 
the season—stocks al the beginning of the season). 

fii) Actual crop: Cotton pressed loose (unpressed) cotton 
consumed in spinning mills f net rxpoits of loose cotton 
(by all routes) | village oi extra-factory consumption of 
loose cotton. 

The application of the above formulae, however, suffers from 
certain limitations. For instance, statistics of cotton transported by 
road aie not available in most cases. The eslimate of 450,000 
bales of cotton known as village or extra-factory consumption and 
used for domestic purposes such as hand-spinning, the making of 
quilts, m a tresses, etc,, is based on the results of enquiries conducted 
by the Indian Central Cotton Committee in .‘elected areas only. 
Moreover, this estimate is assumed to be ron&tp*nt which cannot 
be safe for any given season. As legards variation in stocks, the 
figures cannot be claimed to be complete. Further, formula (ii) 
assumes that variations in slocks of ginned unpiesscd cotton and 
kapas is negligible, which however, is not always the case. For 
instance, the figure for total actual crop for the year 1939 was 
6.2 million bales while the figure as per April 1939 All India 
Cotton forecast was 5.1 million bales. If the size of the average 
Indian cotton crop of about 6 million bales is taken as the standard, 
an error in an official crop report which would lead to an ultimate 

17 Refer to Kipoit on die Auurji\ ot the All lndu Colton Imtu t ul 1M38-J9 w-ason. 

I.C.C.C. p.l. 
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depression of Ks. 5 / - in the price of a bale would cost the farmers 
three crores of rupees or more. A corresponding error leading to 
a similar rise in price would entail upon manufacturers and consu- f 
mers a comparably heavy loss. This is unsatisfactory. 1 s 

Accurate forecasting in case of oui cotton is no more difficult 
than in the case of Ameiican cotton. But the method of issuing 
the crop reports adopted by the Department of Commercial 
Intelligence and Statistics is such that the statistics of toLal supply 
become available only when the season is over. For example, the 
first forecast of the 1939-40 crop showing an acreage of 14 millions 
under cotton did not relate to the entire coLton area. 1 ' 1 It did not 
mention an estimate of the final outturn but gave the reports as 
received to a particular date. For this reason it is never possible 
to give in due course concise official details of the total supply of 
Indian cotton. These defects in estimate according to an enquiry 
conducted by the l.C.C.C. had their origin in the manner of esti¬ 
mating the area, anna valuation and standard yields of cotton. It 
may therefore be hoped that the present official crop estimate 
would be improved upon so as to render them most satisfactory 
by taking steps to remove whatever defects exist in them. 

But this is not all It is a well-known facl that the price of 
Indian cotton is not finally determined from conditions in India 
alone. It is said that the price of Indian rotton is determined not 
so much by conditions in India as by the price ruling in America. \ 
As a matter of fact, the price of American cotton not only leads 
our prices, but also dominates Lhe world's cotton markets.- 0 The 
main factor which determines the relative prices of American and 
Indian cotton is the success ot failure of the crop in the two 
countries. In normal times the annual world production is of the 
order of 28 to 30 million bales. India’s share is 5 to 7 million 
balrs, while America contributes 1 2 to 14 million bales. The effect 
of changes in these figuies of piodurtion on the import and export 
trade of India is veiy considerable, in as much 89, the parity 
diflercme between lhe piiccs of Indian and American cotton widens 
or narrows with the production and consumption situations of the 
ipspcilive giowtbs both at home oi abioad. Of course, the 
rcrtsonal differemrs in thr parity are natuial according In the vicis¬ 
situde of demand and supply of the same, e.g. lhe sharp advance 
in the prices of American cotton following the restriction ot output 
caused these puces to use above theii normal parity difference 
with Indian cotton. 11ns situation favoured a large disposal of our 


IS It it Knuhim; to mitt Hut iln qiutiiini >1 impiu\inj> tin uiurju ul ilu olliujl 
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cotton during the greater part of 1934. 

With world consumption in normal times at about 28 million 
bales, India takes barely 3 to 4 million bales and has a surplus of 
2 to 4 million bales to export. This surplus of Indian cotton which, 
as is well known, is generally of shorter staple and lower in quality 
than American cotton, is taken by foreign countries on its parity 
difference with the Ameiican cotton. So long as our country has 
to export a considerable portion of the Indian ciop. the piirp of 
Indian rolton will be ruled by what the surplus of Indian cotton 
abroad will fetch.* 1 Expressed alternatively, the price level of 
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the Indian crop for a given season is determined by the exportable 
surplus. This level in its turn depends largely, but not entirely, 
on the price at which American cotton is sold in world markets, 
because, America is the largest cotton producing country in the 
world and the price paid for it has a very laTge international 
significance. It will thus be noticed that there are two principal 
factors of predominant importance; viz., (i) India produces only 
iniali fiaction of the world production and (ii) has a surplus of 
cotton to export to the world. This explains the reason why prices 
of Indian cotton quoted in our markets as well as in those of the 
world generally move in sympathy with American prices. One can 
therefore say that for the broad movement, the price of our cotton 
lises or falls with that of the American. 

For the long term fluctuations, however, the price of Indian 
cotton is influenced bj local conditions, Indian mill consumption, 
exports, domeslii consumption* and the exchange rate. So far as 
the short-term vanations are concerned the price of our cotton 
is affected by market new9, operations of the prominent dealers, 
hedging and hadla business, teji-mandi transactions, geneial econo¬ 
mic and commercial conditions in India, political situation and 
activities in a spot maiket. Thus, an operator attempting to forecast 
the price of Indian r olion has to take into account and duly piovide 
lor each of these lac tors, boih individually and severally. 

How far cotton price„ can be forecasted in advance? In spite 
of all these common and special difficulties involved in forecasting 
the price in advanre, attempts to do so arc being made daily, 
icgularly and continuously both in our country and abroad by the 
dealers in cotton futures. Let us therefoie inquiie, by taking the 
Bnmha> market as an illustration, whether cotton prices can be 
MJLCCsslully forecasted in advanre and if so, how far. 

A consideidble diffeicnce of opinion prevails on the question 
of price forecasting i hr theory is that a composite judgment of 
tifillers is superioi to mdnirJual judgment and this should be reflect¬ 
ed in an advanre movement of puces ‘ It is impossible to know 
just what the rourse nf spot prices would have been in the absence 
of futures markets ll is possible however to gain an insight into 
the problem of forecasting by comparing prices at different points 
of time in one and the -*ainc market. The most promising approach 
to the problem i, to compare current or spot prices during a 
deliveij period with futures prices lor that period as they prevailed 
at some earlier time, f or instance, spot prices during the months 
of April and May might be compared with the April/May futures 
prices prevailing either in September and OctobeT or in December 
and January on the theory that September and October or Decern* 
ber and January prices of the April/May futures contract, consti* 

22 Rijm uf tlu Jmlusoul UunimsMuii IlWII, Pan VI. p IM6-213. 
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tutc the composite judgment of the market at that time of what 
spot prices are likely to be in the months of April and May. 

) 

Table showing prices* of Broach April/May futures contract as 
forecasted during the months of Sept /Oct. and Dec./Jan. and 
realised during the months of April and May 
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M I UKl s I KAMINCf AND MARKL'KS IN COUPON 
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Ihe obvious shoi It online; of this throi> is lhat i onrlitions change 
between the time of forecast and that of its fulfilment. A perfect 
estimate may have been inatle in the month of June of probable 
price*: of a futures contract in September, but since weather condi¬ 
tions cannot be loieiasted beyond the lumls of a lew days, this 
forecast must fail il growing conditions change. The point is that 
the effects of anticipation in September, Octnbei, Dccenibei or 
January cannot be lead in spot prices without allowing for other 
influences which may have played thin pait - It is tiue that futures 
are tiaded in 12 months in advance of their maturity. But this 
docs not mean lhat futures prices fully reflect the prices that will 
be actually Teali&ed when the delivery period comes. The expecta¬ 
tions formed by the professional dealers and the speculators 
themselves do not lake the form of what the pi ice will be at definite 
future dates. Again. Lrading interest rentre.s largely in one position 
or delivery period of a futures contract at any given time. The 
forces reflecting prices are most likely Lo be first reflected in it. 
This becomes the standard lo which the level of spoL prices and' 

ZS “Thr situation is so IjuilujjlK kliangul by .ij»|x.ai.n- <>t new and unpieditable, 
ioiidiiums that tutu 11 s jmu. fc only mi|i>ifuth J«n il tlx puu* tliar will K 
charged in the future'. C O. Hardy Risk jnd Rr>k n him |‘J24, p.217. 
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the prices of other positions of the futures contract are adjusted. 
Further, the outlook and operations of most of the traders do not 
extend beyond a few weeks. There are still oarers who are 
interested in the probable course of prices only during the next 
day or two. They buy the May contract because in India, it affords 
the broadest medium of trading on the Bombay market. At the 
most, their interest is only concerned with prices current during 
next few days or weeks. Hence the period of forecasting can be 
expected to extend only to a few weeks or to be more exact to a 
month or two at the most. 

Conclusion: Since the supply and demand factors which deter- 
mine the level of cotton prices change from month to month it is 
impossible for any person to interpret and express all the factors 
entering into the forecasting of prices. The market is too big to be 
judged on the basis of the facts which come to the attention of any 
dealer in the course of his daily routine. No individual, however, 
keen in his foresight can claim that he can successfully foretell the 
coming changes in cotton prices for a number of months in advance, 
for, there are large? unknowns or gaps which cannot be foreseen 
or filled up even by the most careful forecaster. This leads us to 
conclude that cotton prices cannot be forcasted for minor or day-to- 
day fluctuations and for a duration of time involving several months. 
All that can be achieved is that the trend of cotton prices can be 
forecasted for the period immediately ahead. The period imme¬ 
diately ahead is not a fixed length of time but it may cover at the 
most, four or six weeks and not moic. The probable explanation 
for this state of affairs lies in the facL that over and above the 
difficulties involved in arriving at the world s total supply and 
demand for a given season, general economic and political deve¬ 
lopments enter the arena ol colton prices so often that it is 
improbable, if not impossible, to isolate both their relative impor¬ 
tance and respective influence. 



CHAPTER XIII 


TEJI-MANDI OR OPTION BUSINESS 


IT hag been said that Teji-mandi 01 OpLion business has always 
been a popular medium of speculation on the organised markets 
particularly in India. It seems that business in Teji-mandi contracts 
has brcn done for the Iasi one century. Its origin lies in the transac¬ 
tions of Opium trade in the forties of the 19th century. A tremen¬ 
dous amount of speculation was cariird on, on the price that opium 
would fetch at the Government periodical sales. The business 
was better known as ‘Nazarana Tiansartions*. With a view to 
stopping gambling in these transactions, the Pievention of Gambl¬ 
ing Act, XXI of 1846 was passed. However, the business was 
carried on as usual. 

I. TECHNIQUE OF ’IEJ1-MANDI TRANSACTIONS 

Meaning of terms ‘Teji’ and 'Mandi': Tejf denotes a rise or 
an upwaid trend and ‘Mandi’ a fall or a downward trend. On a 
speculative market Tr|f implies a ‘bullish view’ and ’Mandi' a 
'bearish view’. Trji’ lonesponds with what is known as 'Call' \ 
in foreign markets and ‘Mandi’ with put’, and Teji-mandi’, ‘Call 
and put*. 

Kinds of Options: Various kinds of options are employed by 
the trade for the puipose of dealing on a futures market. These 
options are mainly of two kinds; (a) Single option and (b) double 
option. Single option refers to either ‘Ini’ or ‘Mandi’ while 
doublr option to both ‘ I eji’ and Mandi’. I he business in India 
is popularly known as the teji-mandi operations, whereas on the 
foreign exchanges it is railed ‘option’ nr 'privilege' transactions. 
There arc two parties to do business in teji-mandi operations. One 
party buyi* the right and the other sells it. Ihr former is called 
a buyer of options and the latter a srller. According to the 
phraseology of the Indian market, lliosr who sell options are 
technically known as ‘Khanaras’ and those who buy are called 
'Lagadnaras. Similarly, the sale of options is commonly spoken 
of as teji-mandi 'Kliadhi' and the purchase as teji-mandi 'Lagadi'. 

Definition: The definition given by the Wiles Committee may 
first be considered. “An option may briefly be described as the 
purchase of a right to buy or sell cotton at some time in the future r 
when a fall or rise in the market price makes it profitable for the' 
buyer of the option to do so. A Teji or call option is an option 
to buy cotton. A Mandi or put option covers the right to sell 
cotton. And a Teji-Mandi or Double option gives the buyer the 
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right to buy or sell as the market may suit him.'* 1 2 This definition 
does not cover all the phases of teji-mandi operations, as there is 
no mention of the price to be paid for obtaining the valuable 
'right* to buy or sell. Moreover, it is too general in nature and 
does not put the time limit recognised by others. Another defi¬ 
nition which runs as under is worthy of consideration: 'Teji-mandi 
business means an operation under which one party by paying or 
agreeing to pay a specific amount of premium to the other party 
gets the right of declaring upto a ceitain date his option of purchase 
or sale according to the teji-mandi applied by him; and during 
this period the applier can take advantage of fluctuations in the 
market by open sales or purchases which, of course, will be covered 
by his teji-mandi business as far as any loss is concerned.”'* A 
word or two on this definition should suffice. It will be noticed 
that the definition is not only enlightening but also brings out the 
nature, character and peculiarities of options. It goes a long way 
in explaining certain aspects of these highly technical phrases 
which the former definition fails to touch. According to this defini¬ 
tion, the elements constituting the common conception of the teji- 
mandi transactions are: (a) A buyer pays or agrees to pay pre¬ 
mium (b) to a seller of teji-mandi (c) to secure the right to buy 
or sell (d) a certain number of bales (e) on or before the stipu¬ 
lated date (f) at the rate applied by him. The latter half of the 
definition throws light on the two important aspects, viz., (i) the 
buyer can take advantage of intermediate fluctuations in the price 
by entering into any numbei of open transactions and (ii) in so 
far a* any loss is concerned, it is limited to the money paid or 
payable as consideration. 

Procedure: Now let us turn for a while to the practical side in 
order that the technique of the teji-mandi may be thoroughly 
grasped. The procedure of doing teji-mandi business is that an 
operator buys teji-option if he experts the market to go up and 
mandi-option when he thinks that the market will go down. In 
the circumstanres where it is not possible to judge a definite ten¬ 
dency, the operator chooses to purchase the double option which 
can be exercised any way acroiding to the trend of the market. 
Thus, if a man looks for a rise but is not sure as well as ready 
enough to bear the risk of buying outright, he prefeis to buy a 
teji option, and conversely, one who prefers instead of selling 
short in as much as, he holds a bearish view, resorts to buy a mandi- 
option. When a man has no clear view of the market and still 
wants to operate without shouldering any more financial liability 
than he can afford, he buys the teji-mandi option. Whenever, a 
man wants to indulge in options all that he has to do is to ask 
his broker to buy, teji, mandi or teji-mandi options with payment 
or with agreement to pay in cash at the ruling rate of premium. 

1 Rtpoir r»l the Oil ton Cun Li .hu Vt Ouimulici, |i 15. 

2 This iltfuuiion is supphul In an important ennui n hi Bombas which prefers to lie 

anonymous, 
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In any case, it is not obligatory on the part of the buyer either to 
sign the counter-part of the contract sheet or to enter into any sort 
of commercial commitment at all, even if his views turn out to be 
incorrect. But during the currency of the option whenever the 
price shoots up and becomes favourable, the buyer has a right and 
can enforce it by asking his broker to close the contract. He can 
reap the full advantage of his correct forecast by way of earning 
the whole difference between the prire on which he bought the 
option and the closing price of his operation. * 

The options are also bought and sold at the distant market 
prices. This is a special form of teji-mandi business known as 
'Gulleys'. The peculiarity of 'Gulley* options is that ihe teji-gulley 
can be bought on the prices higher than the ruling price of a 
particular contract and the reverse is the case foi the mandi-gulley. 
Double-Pulleys can be bought at so much higher and so much lower 
than the current market price. 

It may be noted that the frequency of the teji-option being dealt 
in is greater than that of the mandi, the probable reason attributed 
to this is that the majoiity of traders are more inclined to be 
optimistic rather than pessimistic. As a result, they more often see 
a coming rise than a likely fall in cotton prices. 

Illustrations: To explain the teji-mandi business in detail some 
concrete examples may be given here. 1 Suppose the current mar¬ 
ket late of Broach is Rs 150 -. If chances appeal in favour of 
an advance an operator may buy teji 100 bales, the premium for 
which may be, say, Rs. 8 per candy. This means thal he has 
to pay Rs. 8 x 50 candy — Rs. 400, per 100 bales. He can sell 
off at any time against his teji but in order to have a real profit 
he should sell only after the market advances more than the pre¬ 
mium paid because up to the advance of Rs. 8 he would get 
back the premium money only. He would get net profit with any 
further advance in piice. If the market is expected to decline the 
operator may then buy mandi on the same price. The premium 
for the mandi will also be Rs. 8 - per candy or Rs 8 x 50 candy 
-■ Rs. 400 - per 100 bales. He has thus to invest Rs. 400'- in 
either case for doing the option business of 100 bales. When the 
market declines he can buy at any time against his mandi. Here 
also he should buy after the market declines sufficiently to recover 
the premium in order to secure a net profit, If the trend is not 
ascertainable, the operator may apply double option. Its premium 
would naturally be double. Suppose the current market price is 
Rb. 150/- the double option would cost him Rs. 16'- per candy 
or Rs. 16 x 50 candy Rs. 800 for 100 bales. It being teji-mandi 

4 In the ian ol j ilirnt, hmkmq< o (lulurtul. 

'I Ml thin i\jmplts an Jrom tin huurs 1 standpoint nnri ili.ro n I rum ihi normal 
bines. A tuition of a rupn is not Likin with a \nu to aumlinij detailed 
Lilrulatinnj. 
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the operator can act on any side of the market. But he has to 
remember that his profit would begin after he is able to recover 
the double premium that he has invested. 

If the operator in the three cases just cited above, does not wish 
to make any intermediate transactions against his options the pro¬ 
bable situations will be as under: 

(a) Teji example: Suppose the prevailing price touches 
Rs. 160/- the operator who bought teji on Rs. 150 can close 
his transaction by declaring it a purchase which must, of course, 
be sold out at the ruling rate, i.e. at Rs. 160. He will get Rs. 10 
per candy or Rs. 500 - for the deal. As he haB invested Rs. 400 
his net profit will be Rs. 100/-. If he has bought mandi on Rs. 
150/- not only will he in this casE get nothing but lose the premium 
money of Rs. 400 / *. If he has bought teji-mandi, he will get 
back Rs. 10 per randy or Rs. 500 As he has originally invest¬ 
ed Rk. 800 in that case, he will on the whole lose Rs. 300on a 
business of 100 bales. 

(b) Mandi example: Now suppose the market goes down 
instead of going up and touches Rs. 140 He will declare his 
mandi as a sale which will bring him a net profit of Rs. 100/-. 
Teji will put him in the position of a loser of Rs. 400 Teji-mandi 
will result in a net loss of Rs. 300/-. 

(c) Teji-Mandi example: The chance to make money for 
the operator who has bought double option will only come when 
the price oscillates so much so that it may go either above Rs. 
166'- or below Rs. I 34 - In such cases he will recover all his 
investment and reap profit, if possible. Suppose the maikel touches 
Rs. 1 70 or Rs. 1 30, his net profit on either side will amount to 
Rs. 4 per candy or Rs. 200 - per 100 bales. 

(d) Gulley example: Finally, an example of gulley operation 
may be taken. If the luling maiket price is Rs. 150 - the operator 
can apply teji-gulley or mandi-gulley and teji-mandi-gulley on 
lates Rs 10. Rs. 20, Rs 30, etc., lower or higher than the ruling 
piice. Suppose he buys teji-gullcy on Rs. 170 - and pays the 
premium quoted for it, he can operate against this by selling when 
the market touches Rs. I 70 or higher, and can cover it afterward* 
when he gets suitable fluctuations. Similarly, he may buy mandi- 
gulley at say Rs. 130. He can operate against this by buying 
when the market touches Rs. 1 30 - or lower, and can cover the 
same when he thinks it advisable. In the case of teji-mandi-gulley 
he may make the best of either side. It may happen that the 
gulley operator would not get a single chance to operate. His 
loss is, however, limited to the extent of his small investment only. 

Interim Operations: In some cases when much advance is not 
possible it would be advisable to sell against the options even 
before the whole premium money could be recovered. By so doing 
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an operator would get the benefit of the decline or rise in prices 
and thereby cover the premium. Such operations should be covered 
off and on according to the market tendency. When he covers, 
his option becomes open again. A party can buy or sell in this 
way as many times as he thinks advantageous against the options. 
Suppose the market declines to Rs. 140/- and if he does not 
expect a further decline, he may buy against the options although 
his full premium may not have been recovered. If instead of 
declining the market begins to advance, he may decide to sell if 
he thinks that the market ha & sufficiently advanced. By these 
operations of sales and purchases against his options he can get 
back the whole amount of the premium and sometimes may be 
able to secure a decent profil provided the maiket fluctuates and 
does not remain stationary. Thus, a clever traclei can if he makes 
the use of opportunities enter into a number of operations under 
the protection of options. 

Apart from the inteiim opeiations, traders may employ what 
is known as the 'method of conversion*. Under this method, he 
would sell 50 bales out ol 100 at the Tate at which he applied 
teji and keep the remaining 50 bales open foi teji. His sale of 
50 bales affords him the mandi too. Conversely, he would buy 
50 bales and turn the half into teji in the case of mandi business. 
This kind of business is carried on especially by those who are, 
reluctant to part with the double amount of money demanded by 
a seller of the double option and still may be desirous of providing 
againBt an unforeseen eventuality. At the time of buying of a single 
option they therefore enter into a converse operation for half the 
number of bales of the original quantity at the luling price on 
which they have applied their single option, and hope to get the 
same soit of protection which the double option offeis, of course, 
at half the premium. These people can also do a lot of jobbing 
business on their options and make a piofit while the option lasts 
or they may either sell outright or buy against options if they so 
choot>e. But it imposes a limitation on his total turnover and he 
has to be content with half the business of the original lot entered 
into. 

Premium: In securing the right nr option a buyer has to pay 
Lo a seller ceitain considerations generally called teji-mandi pre¬ 
mium. The determination of the premium is exclusively within 
the power of seller and a buyer has but to pay the amount so 
fixed/' The seller takes all the risk for so small a consideration 
that it would not be fair for the buyeT to get his say in this matter. 
In fact, no buyer has ever tried to dispute the seller's right of 
determining the premium money. Moreover, the competition 
among the sellers is so keen that quotations are found most reason- 

5 Inter* sr is to in Hi ducted jt the rate of 
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able to secure a laTger amount of business. 11 These quotations vaTy 
from time to time in order to keep pace with market fluctuations. 
The premium for a teji option is always identical with that of a 
mandi for the same interval of time. A question arises whether 
in a rising market the amount asked for the teji is in any way 
more than that for the mandi and vice versa. But such a discre¬ 
pancy has no room to arise, for, the rule of quoting the premium 
is that the teji at any moment costs the same as the mandi and 
half as much as the teji-mandi. In practice, however, a sum of 
annas four is charged more for a single option and is known as 
the jobber's turn. Apart from it, the rule must be qualified by the 
fact that under exceptional circumstances, it may not be possible 
for sellers to maintain always the same relationship between the 
premium quotations for teji or mandi and teji-mandi. 

The premium rates for the gulleys are comparatively much lower 
than those quoted for the ordinary teji-mandi options. This rale 
goes on declining with Lhe increase in the distance of prices from 
that prevailing in the open market. The buyer of gulley has to 
pay a smaller amount of consideration, because, the risk of the 
seller who may be called upon to fulfil the contract is much less 
in lhe firsl instance and still less in the second. The whole sum 
received as the premium on gulleys is practically swallowed away 
bv the sellers in normal times. 

As to the factors taken into account by sellers in fixing the 
piemium money to be charged, it may be said that there is no 
particular system of an actuarial basis on which sellers can safely 
rely. They are guided in their dealings chiefly by the Speculative 
impulse' and sometimes by a ‘guess'. The speculative impulse is 
in turn influenced hy two principal factors; viz, (l) Duration of 
the teji or mandi and the tejimandi and (lii) fluctuations in the 
market. The duration of options depends upon the length of time 
during which they are to run. The longer the period, the higher 
is the premium rate and vice versa. With regard to the second 
factor, the range of fluctuations has an intimate i elation with the 
pteniium amount. The risk of sellers vaiies diiectly with the pro- 
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bable chances of price stability for a certain period. The more 
unstable the market fluctuations become the greater is the risk to 
sellers and consequently, the higher will be the premium quotations % 
and vice versa. 

Long and Short Range Options: There are daily, weekly, fort¬ 
nightly, monthly and annual teji, mandi and teji-mandi options. 
These options may conveniently be divided as (i) long-range 
options and (ii) short-range options. Except the annual options 
which come under the long-range, all others fall in the latter group. 
The long-range option is the most popular form of teji-mandi 
business in India. It opens with the new year's crop and the 25th 
of April is regarded as the date of maturity for the May contract. 
Similarly, another annual option can be availed of when the July 
contract opens. The maturity dale of this option is fixed as the 
25th of June every year. Under the short-range option the monthly 
period is most popular. The trading commences on the 16th of 
every month and the date of settlement is the 21st of the ensuing 
month. Daily option business is done in Karachi, while weekly 
and fortnightly is carried on in Bombay and Ahmedabad. Gene¬ 
rally, option transactions are so arranged lhat they mature on or 
about the day preceding the maturity date of particular contract. 
This seems to be in conjunction with the rules and regulations 
governing the futures contracts. 

Declaration Day: Whether an operator enters into any kind 
of operations against his options or not, he has to settle the 
business finally on the due dale when the option expires. This last 
date is the day on which options are to be declared and is called 
the 'declaration day*. After that date the business becomes open. 
The nature of the option business requires that an operator should 
exercise his right by declaring or electing either to be a buyer or 
a seller on the due date. It is said thaL in a majority of cases the 
option declares its own position. This is alright in cases where 
the market prices are higher or lower on the declaration day than 
the prices on which the option was bought. The seller asserts his 
position by a common practice thaL a rertain option would be 
declared as a purchase or a sale. This practice of taking things 
for granted is at times liable to cause misunderstanding. It is 
therefore advisable to be on ihe safe side and formally declare 
one's own intention with a view to avoiding possible misgivings. 
Further, there are circumstances under which it is difficult to clearly 
differentiate between the closing price and the price on which 
the option was applied. In such cases, option may not and pro¬ 
bably cannot speak definitely for itself. There is one technical 
term used in cognition of this state of affairs, known as teji-mandi 
'Dubgai*, i.e. option lapsed. As a matter of fact, a majority o* 
the traders are satisfied with thiB sort of automatic settlement, 
thereby forgoing their most important privilege of making a 
formal declaration of their intentions. It is necessary therefore 
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to emphasise that under any circumstances, the formal declaration 
of one’s intenljon to become either a buyer or a seller on the due 
} date must officially be made. Obviously, this will make the posi¬ 
tion of a buyer and a seller quite clear and most businesslike. 

Nature of Teji-Mandi Transactions: Teji-mandi operations are 
no doubt regarded as commercial transactions, but they are not 
the contracts of the usual type that one* generally comes across on 
an organised commodity market. Their peculiar nature lies in the 
fact that they do not constitute outright sales or purchases of 
cotton between the parties at the time the contracts are first 
i enteied into. Instead they give rise to the right’ to sell or buy 
> cotton on a stipulated futui e date. The parly in question is at full 
| liberty to buy from or sell to the other parly without any compul¬ 
sion. This is true so faT as a buyer of options is concerned but 
the position of the seller is just the reverse. Stated otherwise, the 
teji-mandi contracts aie unilateral and not reciprocal. The unres¬ 
tricted choice of the buyer is a feature of these contracts. It is 
this freedom of choice given to the buyer that makes the business 
more attractive to a dealer. If the freedom or the right of becom¬ 
ing a buyer or seller is taken away, the transaction will become 
nothing short of ordinary futures contracts. 

Further the most important point is whether to exercise the 
light or not. This may be regarded as an arch-point in options. 
>The moment a parly exercises the right, his transaction is no more 
regarded as a teji-mandi transaction. It becomes an open futures 
contract subject to the rales and regulations of an exchange. When 
the right is exercised a mandi turns into a sale and a teji into a 
purchase. For instance, suppose A bought 100 bales as teji on 
1st December at Rs. 175/- and he exercised his right of becoming 
a buyer on 20th December, say, at the then rulinp price of Rs. 
190/. Now this becomes an open futures contract between the 
aellei to sell and A to buy 100 bales which he may sell off and 
pocket the gain immediately or afterwards. The reverse will be 
the case in the case of mandi. Taking the case of teji-mandi, 
suppose A bought teji-mandi of 100 bales at Rs 1 75 on 1st 
i December and exercised the right on 20th December when the 
price was ruling, say, at Rs. 190/-. Now his mandi is lost but teji 
gives him a right of becoming a buyer and the transaction becomes 
an ordinary futures contract. In such a contract, cotton is deliver¬ 
able at the instance of a party concerned. Otherwise, a party in 
question may bring about a settlement by the usual method of 
'offset* and exchange the difference, if any. In this way, the 
lesulting contract becomes a futures contract on the due date of 
the teji-mandi transaction. 

’/ Options Compared with Futures: Option transactions may now 
oe compared with futures operations with a view to note the 
points of difference between the two. Those who are on a futures 
market and make use of options say that they employ teji-mandi 
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because it is a speculative transaction within limits, and therefore, 
a better contract than an outright speculative dealing in futures. 
Of the two contracts, options are regarded as less speculative than ^ 
futures. A dealer in options may incur a loss to the extent of the 
premium money involved whereas in the case of open sale or 
purchase it is hardly possible to operate with a limited amount. 
The risk in a futures contract is in the first place an unknown ele* 
ment, and secondly, it cannot safely be limited to one's financial 
capacity. In the teji-mandi business, the element of risk is pre¬ 
determined and therefore it can be measured in advance. Since 
risk can be decided al the time of buying teji-mandi, a dealer can 
limit it to the extent of his financial capacity and willingness to 
part with his money. 

2. INFLUENCE OF TEJI-MANDI BUSINESS 

It has been claimed thaL teji-mandi business was devised by 
human ingenuity to minimise risk. Another reason as to why these 
transactions are so widely indulged in seems to be the fact that 
they afford a very useful mode of speculating on the commodity 
exchange. Traders in almost all commodity exchanges in India 
indulge in these transactions and cotton markets lop the list, 
both in the volume and the amount staked. Its cheap popularity 
lies in its utility to the various trade interests. 

Functions of Options; The first and foremost function of option . 
is to act as a sort of insurance against the probable rise or fall in 
prices. Option is employed to bridge the gap between the prevail¬ 
ing price and the probable future price. Teji-mandi is availed of 
to ease off the difference between a dav’s, week’s, fortnight's, 
month's, or year’s trading operations. The important economic 
significance of teji-mandi business lies in the fact that the option 
transactions are useful to the trade particularly from the viewpoint 
of a buyer of options. 

Economic Utility of Options: Options can be pul to a legitimate 
use by all sorts of operators on a futures market. The dealer who 
buys a mandi option insures against the market falling, but stands 
to gain if it rises. In the case of a teji option, the insurance is * 
against the market rising but if the market declines he stands to 
gain. Similarly, in the case of teji-mandi a dealer insures against 
both the market falling or rising. It has the protective value to 
merchants, traders, manufacturers, agriculturists, factory-owners 
and speculators. For instance, a ready cotton merchant long of 
actual cotton, if he buys a mandi and waits till the markeL moves 
up to a certain extent, he might make a good profit on a compa¬ 
ratively small amount of premium. If the market declines he has!) 
got mandi's full protection. Again, a trader having some definite 14 , 
prognostications for a big rise or fall in prices can, by applying 
the gulley option up or down for a paltry amount, reap the whole 
benefit without any undue risk if his forecast materialises. Simi- 
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larly, a manufacturer of yarn or cloth on application of option can 
limit hia risk on the stocks on hand, and at the same time it gives 
him freedom to make profits on his stocks if the market advances 
during the period. A factory-owner can also avail himself of this 
business. Some people at limes avoid hedging and for them option 
is useful. Finally, a long or short position in foreign markets can 
be insured by the corresponding application of options in domestic 
exchanges. 

Merits and Demerits of Options: Option-dealing offers a fairly 
large number of advantages in general, anti o\er the outright 
purchases or sales in particular. The general advantages arc (a) 
Unlike any form of known insurance, in teji-mandi business one 
gels a chance of reaping unlimited profit if the expectations mate¬ 
rialise, c.g. some unknown development might take place on 
account of the occurrence of some eventuality and a trader may 
be placed in a position to realise the whole amount of profit, (b) 
This business can be effected at a small amount of premium. Advo¬ 
cates of option-dealings maintain thal even if your forecasts are 
not realised or you are not presented with any opportunity which 
would enable you to make money, you have not to worry at all, 
since, all you will lose is the premium paid and nothing more than 
that. Moreover, a man with a limited means can do a fairly large 
amount nf business with the risk of a limited loss, (c) Option 
offers an opportunity of jobbing. A shrewd opcraLor frequently 
makes use of his option Lo carry out the interim transactions between 
the day of purchase and that of the expiiation of options, especially 
when there are such oppoitunities, bolh in the case of violent 
fluctuations as well as in the state of comparative stagnation, (d) 
Sometimes it saves the market from declining further. The business 
has been a sourer of support m the pro* css ot keeping up prices. 1 
(r) It widens the field ol demand by bringing more people to 
trade. It thus increases the volume of business. The nurkel with¬ 
out options would be narrow, (f) It lias the protective utility of 
safeguarding the trader against wild flue Ju at ions. These transac¬ 
tions have helped but not hindered intcieots of trade in general. 

The special advantages of options ovei futuies are thal the risk 
of the participants in the former case is limited and known in 
advance while that in the latter is both unlimited and unknown. 
Within limited investment one gets equal chances of gains by buy¬ 
ing options. Options are particularly favoured by two types of 
traders: (i) person* whose means are limited and still desire lo 
do business and (ii) those who want to do business on limited 
investment only. Moreover, the option business saves an operator 
from making arrangements for periodical clearings. This is consi¬ 
dered as an advantage over the futures contract in a way, because, 
[f a man is a genuine investor and for the moment is short of 

7 “Hail it nut been fur these u jns.iaiuiu, pines in all pnibabilit> would have been 
still wuim.". Seth Brgrdj Gupta: Times of India, 29-9-1934. 
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funds either to pay the margin money or settlement amount he 
is free from such responsibilities under the options. As a result, 
it is likely that even the genuine investor may be attracted to 
teji-mandi and it should not be surprising if genuine traders resort 
to options. 

While the advantages are many, teji-mandi business is not free 
horn drawbacks. Opponents of options are loud in their efforts 
to establish that the business should be treated as unhealthy be¬ 
cause it encourages the speculative instinct. These facilities induce 
the layman to gamble in cotton creating thereby adverse effects 
on the business community as a whole. It is therefore argued that 
this sort of business should completely be done away with, parti¬ 
cularly for the sake of the middle and poorer classes. It is 
emphasised by one section of the trade that the futility of options 
can better be realised fiom the moral standpoint. Ihe morality 
of our society deterioi ates when il becomes a hobby of all the 
classes to indulge in teji-mandi business and every recuiring loss 
plays havoc with the buyer. 

Focussing our attention to the economic shortcomings of teji- 
mandi, it is vehemently staled that options do not serve any tTade 
purpose and hence, should not be regarded as a commercial neces¬ 
sity. On the contrary, they create rather an artificial demand and 
supply of contracts than a bona fide situation in a market. The 
atmosphere created by options is regarded as economically un¬ 
healthy causing at times a violent disturbance in the price structure. 
Again, loss being limited, teji-mandi allures a layman to lake a 
chance and thereby add to the artificial transactions. This affects 
the market and keeps the prices unduly high oi low for some time, 
which ultimately becomes a soil of nuisance to the genuine trader. 
Hence, if they are withdrawn from the market, the trade will bo 
confined to bona fide tiaders." hurthei, it is said that when an 
option-seller has to unload on an unwilling market in competition 
wilh actual holding** of c otlon, his endeavours keep the prices 
down and our cotton may be sold cheaper than that of others. 
Finally, a plea is made by some on the giound that teji-mandi is 
not a constitutionally recognised form of business in India. Doubts 
are also expressed regarding its legal status. 

Having noted Lhe pi os and cons of tejimandi business, it may 
be stated here that these operations maj; be carried out by specu¬ 
lators with a view merely to avoid unlimited losses. To the 
question whether il serves any trade purpose or not, it may be 
pointed out that teji-mandi does scive the trade by affording the 
protective utility to the various interests concerned. In spite of 
its drawbacks the business of teji-mandi remains popular on account 
of its advantages of enabling a buyer to carry out his business 

ti KH tu ilu iinnuiL* nl ilitfiii 'uhimilul n> (hi Wilt (^niiuiULi li\ Sn N(*\s Wadi a: 
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with small and limited investment and at times with the prospect 
of reaping a large profit. It may therefore be observed that from 
the standpoint of a buyer the teji-mandi business is both commer- 
cially healthy and economically sound. But the question whether 
it might not bring about economic ruin of small people is a serious 
point demanding some deliberation from the authorities concerned, 
particularly from the Government. 

Position of Sellers of Options: The business of selling options 
is regarded as somewhat risky because it is the selleT who under** 
lakes liabilities againsL the possible fluctuations whereas the buyer 
is comparatively free from commitments. The seller has to sell 
options on every price available as well as on any level. He pro¬ 
tects himself by constant vigilance and if need be by operating 
at every notable price movement. In order to proted himself he 
generally operates for half the quantity dealt in. For instance, 
if he sells teji-mandi for 200 bales he transacts the business for 
100 bales with a due consideiation to the trend of the market. He 
has also to go on changing sides, ff he ha* purchased against 
options sold and the market shows signs of going down he may 
immediately sell off the whole lot, and if necessary may make 
further sale in order to safeguard against the mandi sold by him. 
If he then finds that the market is going up again, he has to cover 
those sales and buy sufficient quantity to shield himself against the 
options sold. He has thus to make a largr number of transactions 
before the arrival of the due date. If at all he is able to earn, it 
is only a small portion of the amount received by way of premium 
money. However^ in years of small fluctuations the sellers are 
able to save mote. In abnormal times whrn the market is subjected 
to every kind of influence, financial and political, the fluctuations 
become so rapid and violent that it is very difficult for them to 
maintain stability and earn profits/ 1 ihc seller has to worry much 
about his position in a market. 

A few examples from the sellers' side may be given as some 
of the buyer’s actual trading operations have already been describ¬ 
ed. These illustrations will help in making the seller’s position 
clear. Suppose Rs. I 60/ - is the ruling rate and a seller sells a 
double option at Rs. 20 -. So long as the market remains steady 
he can afford to be indifferent but the moment it passes beyond 
Rs. 20/- either side, i.e. at Rs. 140/'- or Rs. 160,- level he has to 
operate. Imagine a case where instead of having sold only 100 
bales, a seller has sold sevrral thousands of bales, say, 20,000 for 
a particular contract. By his sales he has got enough money to 
cover himself so long as the price moves in cither direction by 
Rs. 20/-. The moment the market touches Rs. 140he becomes 
an actual seller of 10,000 bales. If it touches Rs. 180/- he 

9 Wt know h>i instance that uui ol the four panics dial failed to mut thrir liabilities 
aL the outbieak of the War ol Stpiunbu 1MJU, thiu were the sellers of teji- 
ih.inrfi in Bombay. 
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becomes a buyer. If the market still rises, he becomes an eager 
buyer. The process is exactly the same when the market goes 
below Rs. 140/-. He would then become a heavy seller. ^ 

In this way, he has to canry out a number of transactions on 
either side according to the price variations, so that his stability 
may not be threatened. The wider the fluctuations, the greater 
is thr excitement. It is under such circumstances that the position 
of a seller of options becomes a real problem to the trade as a 
whole. The seller then becomes the abnoxious part of the teji- 
mandi business. Since the buyer knows the extent of his loss, 
teji-mandi may be useful to him. A difficulty arises over the 
seller, because, theie is no settlement for him until the maturity 
of options. The buyer can at any moment protect himself, but the ' 
man who cannot help himself is the seller. The crux of the whole 
problem of options is the position of the seller for whom iL is 
very difficult to ascertain his own posjLion till the end of the option 
period. If he cannot ease his position he might bring about a 
crisis. Since the outstanding liability of an option seller cannot 
be determined until maturity, and if he fails in the meantime, the 
maiket would violently be upset. The result would be that many 
would sufler particularly the buyers of options. Il is merely the 
price, which is in question. It cuts both ways. It may become 
prejudicial at any moment to the interests of the consumers or 
the pioducers. Theie can hardly br found any means to protect 
traders against the operations r»f sellers. If a sellci of option fails, 
there may not be any definite remedy available, because, he might 

have operated on whatever price levels he liked. 

« 

Il is therefore impel alive that the business should be made with 
those sellers, who are recognised parties of sound position with 
laige resources at their rommand. Otherwise, appreciating the 
difficulties and sympathising with the responsibilities of this section, 
at times, buyers of option from a weak seller may have not only 
to waste the premium money but also to lose the opportunities 
presented during the currency of options. Unless a seller is an 
expert opcratoi, their is the probability of his being knocked out. 
Hcnre, a majority ol dealers in Lhis kind of business would certainly 
piefer to be the buyers to the selleis of options. .Since it requires 
an expert and an alert mind and sound financial ability, the number’ 
of selleis of options is small. 

Volume of Business: Generally speaking, the amount of cotton 
involved in these transactions varies directly with the number of 
buyeis and the quantity purchased and indirectly with the nume¬ 
rical strength of the sellers. In other words, the greater the 
quantity purchased the greater is the volume of teji-mandi busi¬ 
ness, other things being equal and vice versa. In 1930, the volume > 
of business was estimated somewhere between 6 to 9 lakhs of bales*', 
per year. 1 '' This favourably compares with the estimates received 

1U Kipoil ol the Colton Cunluit* Alt CuuumUcL, 1 ^JO, p.15. 
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by us in 1939 that the teji-mandi business in Bombay amounts 
to 4-5 lakhs of bales on each contract peT annum. There being 
f two positions, the total volume might exceed 10 lakhs of bales 
per year. It is worthwhile to note in this connection that this is 
after all a matter of estimation, subject to correction. In the 
absence of any statistical data, 9-10 lakhs of bales a year might 
be regarded as a fairly good guess for the probable extent of teji- 
mandi turnover on a leading market in India. 

Effect on the Course of Prices; It is asserted that the teji-mandi 
operations influence the course of prices on a futures market. The 
trade opinion, however, is divided on this issue. Some people 
think that option dealings cause violent fluctuations in prices by 
' jearfon of their huge turnover of riLhei sales or purchases of futures 
conLrarts in a given market. This affects the market which tends 
to decline or advance more than it ordinarily should. They main¬ 
tain that to safeguard his own position a seller would generally be 
forced to oprralc* in such a way as to obstruct the natural pheno¬ 
menon of prices. His large-scale operations ostensibly make the 
markcL fluctuate aitifu lally. Ihe liquidation of open interests on 
the expiration of an option has frequently a tendency either to 
unduly depress or raise the prices. This may not happen at all in 
small business, as it will not have much effect on ihe market. But, 
once the operations arc in large quantities they arc bound to affect 
the prices. 

* Anothei school of thought points out that one fact must not 
be lost sight of ami thaL is, the buyets of options enter into just 
the opposite sort of business to that of the sellers. This counter¬ 
acts the undue bullishness or bearishness caused by the act of 
ftellds. They therefore hold that the operations of buyers and 
sellers aie cancelled in the end and Lhe business registeis no appre- 
i iable eflVct on Lhe market, fhey further point out that ordinary 
business dealings would soon tend to bring about the needed 
adjustment if there is any dislocation of prices If options artifi¬ 
cially stimulate prices the trend would automatically be arrested 
by the fact that operators would sell when the prices are higher 
and buy where the prices are lower, and in consequence, the price 

0 adjustment would easily be brought about. It is therefore put 
Joilh that the teji-mandi business exerts no more influence than 
the oidinary speculative operations do. 

However, we disassociate with either view and are convinced 
by out personal observations that if a very large number of teji- 
mandi transactions happens to accumulate on any one position of 
any one contract, the natural sequence is that a seller of options 
will have to buy in a rising market and Bell in a falling one. Stated 

* otherwise, it helps both the bullish and the bearish trend in the 
Market and the general result is to accentuate, at least for thje time 
Tieing, to a certain exLent the price fluctuations on either side of 
the market. Moreover, there can be little doubt as to the fact 



234 


JUJURhS TRADING AND MARKETS M COTTON 


that the position of the seller of options, as we have examined 
above, should tend to accentuate price fluctuations in a given 
market. 

3. LEGAL NATURE OF TEJI-MANDI OPERATIONS 

The legal intricacies involved in the business require the consi¬ 
deration of the legal status of teji-mandi transactions. It was 
believed till recently that options are nothing short of wagering 
contracts. This view is now held to be erroneous and option tran¬ 
sactions are ordinarily legarded as genuine futures contracts. 11 

Question of Wagers Examined: Formerly, there was no unani¬ 
mity of opinion in the judicial decision on the Leji-mandi transac¬ 
tions. One school of thought held thaL options were 'wagers pure 
and simple*. On the other hand, some expressed the view that 
these transactions on maturity result by their very nature into 
futures contracts and stand on an equal footing in the eyes of law. 
The elements which distinguish teji-mandi transactions from 
wagers are: (a) the buyer pays the premium to the seller in con¬ 
sideration of securing a right of declaring a sale or a purchase on 
a certain day, (b) money paid by the buyer is by way of an 
insurance premium againsL the bearish or bullish trend of the mar¬ 
ket, (c) as in a futures contract a trader gains or lo*es according 
to the trend oJ the market, the option-dealer loses the premium 
money or gains the whole amount over and above the premium\ 
sum. (d) the operator's intention is dear from the fact that options' 
expire a day before the date of matuiily of a futures contracts, 
and (c) both futures and options can be ‘offset’ and delivery may 
or may not take place in their fulfilment Speculation in futures 
cannot necessarily be rcgaided as wagering. The difference bet¬ 
ween the Lwo foims of speculation was explained in 1921 by 
Justice Kincaid. He stated that teji-mandi tiamactions are “the 
less speculative of the two" J - This was subsequently reaffirmed 
by the CourLs of Appeal and confirmed by the Piivy Council in 
1926, in Sobhagmal Gianmal vs. llukumchand Birla. 1 ’ 

The legal aspect of options is that teji mandi business is nol 
necessarily illegal. It was looked upon more as a wagering contract 
because there was some legal doubt as to whether delivery is' 
contemplated or not. The sole point at issue is whether I he option 
has cotton behind it or whether no delivery is contemplated. In 
the latter case the business is illegal under the gambling law. If 
there is cotton behind the option and the delivery is contemplated, 
it is a legal contract. 11 In fact, in all contracts of teji-mandi, deli- 

Jl R. R. Mod}. riic Law ui l’akLi-KanJii Ailat auil hpMaudi Cuutrait* 1937, prelate. 

12 Kincaid; J. in Manubhai u. Ki'hani (1921 ) 24 Bum. L.R.60, 08. \ 

13 R. R. Mody, p. 171. 

H ‘‘If the uji-mawli is basal on a luitun iujUiju, 1 pi< suinc with the dictum ui 

t-uunsil dial ll must be taken to be a genuine Loniuct." Sir Gilbert Wiles: 

Bomba} Lcgulatiu Council Dtbatti: Yol. 31, 1931: 
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very ib contemplated as soon as one elects Lo become a buyer or 
a Bcller. It is therefore nothing short of a legal contract. 

1 Legal Opinions: The E.I.C.A. and the Cotton Brokers' Asso¬ 
ciation have since long secured some legal advice from their respec¬ 
tive counsels on the option business. These opinions are given 
below: 

(a) Advocate General: "The purchase of the option is not 
a transition in cotton. The resulting transaction is; therefore, the 
original purchase would not be subject to the bye-laws of the 
E 1C .A., but the resulting contrac t would come under section 2 
of ihe Cotton Contiacls Act." 

(b) Bhulabhai Desai: "These tiansactions ought to be 
brought under the purview of the Association's rules. That is the 
legal aspect of the question.'" 

(c) Sir J. B. Kanga: "1 cannot understand why the E.I.C.A. 
should not make rules governing teji-mandi contracts. The con¬ 
tacts in the absence of evidence that tljey are wagers, should be 
treated as genuine contracts." 

A Recent Case of Teji-Mandi: In order to complete our legal 
buivey it will be appropriate here to cite the recent case of Nathalal 
Bechardas vs. Amrithlal and others. 1 * 1 his was a suit filed by the 
plaintiffs* to recover a sum of Rs. 5,891. The plaintiffs had paid 
4 premia for options to the defendants who denied their liability on 
I he ground that the option transactions were not in accordance with 
ihc bye-laws of any recognised cotton association and were there¬ 
fore altogether void. In delivering his judgment Justice Kania 
said that the "word c ontract as defined in section 3, sub-clause (e) 
of the Bombay Cotton Contracts Act IV of 1932 included options 
and that Section 8 thereof was applicable lo option transactions 
also." The fad was admitted that there was no provision in the 
bye-laws framed by thr E.I.C.A. in respect of options. In his 
1 ordship’s opinion the defendants' contention was incorrect. If 
the bye-laws weie silent on a particular point, the defendants would 
be unable to establish what contracts would be in accordance with 
t the bye-laws of a lecognised association. In consequence, the 
transactions were held as valid and a decree was passed in favour 
of the plaintiffs. 

4. POSITION OF OPTIONS ABROAD 

Let us now take a bird's eye view of the position of option 
business in the important overseas futures markets. 

England: Whilst options are not officially recognised in Liver- 
'£o°l. they are not tabooed. The association has not made them 

15 Sun Nu. !li(> i«f JW5 unupoiud judgimni ddlul J6Ut July 1 L *36, guts in Moch'b 

book, pp.243-4*J. 
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illegal, lliere is no definite rule barring members from dealing 
in options. The association recognises the use of a clearing house 
in order to validate this form of trading and prohibits the credit • 
terms. The business period is restricted to one day before the 
delivery on a futures contract. The option business is being done 
on the official Liverpool contract form. If a man in Liverpool 
buys an option of 100 bales at the prevailing price, the amount 
paid for the option is wriLten in red ink for a cash consideration 
of so many pounds, say, /50 peT contract. An actual contract 
beLwern a buyer and a seller of option is passed through the clear¬ 
ing house. First of all, the option is not recognised although it is 
recorded. The moment, the premium rate is reached, the transac¬ 
tion becomes an ordinary contract. The clearing house will take 
cognisance of the price which is slated on Lhc form and the option 
becomes a matter of private business subject to the adjustment 
between the parties concerned. It becomrs an alive contract as soon 
as the price goes above or below the premium paid on the basis. 
Therefore the contract in the case of a single option is cither alive 
or dead according to the price level, but in the case of a double 
option it is ali\e on holh sides. The position of options in Liver¬ 
pool appears to be this that the association officially does not 
lecognise them in any foim whatsoever but when convciLed into 
futuies contracts they arc duly letognised by the authorities. 

Egypt: Apart from ordinary futures contracts there are option' 
transaction* TCgulaily dealt in on the Alexandria exchange. 14 
Options in Egypl are known as ‘SLellagc’ operations. 

Prevalence of Options on Other Exchanges: Option dealings 
are practised on other organised maikets of the world including 
stock and security exchanges. I'oi instance, options are known as 
privileges' in Canada and ‘Puts and Calls’ in Loudon. Hie privi¬ 
leges Lhough in vogue were not formally recognised by the 
Winnipeg Grain Exchange. In lecent years, the exchange has orga* 
nised a regular market for Lheir purchase and sale. 17 When they 
were not officially recognised operators used to deal in them 
before, during or after trading hours. Since their formal recog- a 
nition, members are forbidden to deal in privileges at any other 
time than during the trading hours. Apart lrom commodity mai¬ 
kets, options arc effected in bullion exchanges, especially in India. 
The business is also prevalent on the Stock and Security exchanges 
of Europe, particularly in London, Paris and Berlin markets. It 
will thus be observed that the option business has been a part 
and parcel of the world organised maikets in general and of the 
cotton futures markets in particular. 

1G F Lonnmmi 0. D &r Co. tome mfuinution abuut thi by.vptLin Cotton Maikit, tuturr» 
and spot. 1926, p.16. 

17 Ripoit ui the. Stamp Commiwiuli, 1931, p.32, 
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5. POSITION OF OPTIONS IN INDIA 

( Preaent Position in Bombay: The present position of options 
on the^ Bombay market is that teji-mandi business is not officially 
recognised though the trade indulges in it. Hence, its position 
becomes rather anomalous. There are two systems in vogue at 
present. One is the cash system and the other is known as the 
credit system. Generally, the premium for long-range option is 
payable while buying, but credit is allowed, sometimes, in certain 
circumstances. On the other hand, credit is commonly given in 
the case of short-range option and premium money is payable at 
the end of the period. The business, as in Liverpool, passes 
f through the clearing house. In view of this situation, one serious 
difficulty arises over arbitration. Business in futures and options 
is carried on side by side and this makes it interconnected. A 
good deal of inconvenience is felt by traders while referring 
the matter to arbitration. In consequence, for a single sum due, 
it happens that a trader has to refer foT a part of the amount to 
arbitration rules of the association, and for another part he has to 
eubmit to the decision of the court, on account of the fact that 
there are no rules providing for options in the bye-laws of the 
association. Generally, it is difficult to separate the amount due 
in most of the cases and much trouble arises out of this. Many 
a time, it happens that the operator might have his position squar¬ 
ed in a general way. Now, as teji-mandi is not subject to the 
^arbitration of the association, his position might remain unclosed 
and no award can be obtained under these circumstances. % This 
anomalous position of options often does injustice to the trade. 
If we stress this point further, its logical conclusion will be a timely 
demand for making rules and regulations governing teji-mandi 
business and a formal recognition of option*. 

Need for Regulation: It is relevant to inquiie before endorsing 
the above conclusion whether teji-mandi business ran be eradicated 
or suppressed. With regard to its eradication, it should be pointed 
out that there is not a single special reason us to why options should 
be done away with. As far as the issue of suppressing the business 
is concerned, it may safely be stated thol it is difficult if not 
^impossible, lo suppress option dealings. It may, however, be 
observed that if a man overtrades in options, you cannot gel rid 
of him and his liabilities. The market moves from the centre 
point, whatever it may be and you have got no cover against it. 
It is therefore imperative that teji-mandi business should be regu¬ 
lated as far as possible by bringing it under the bye-laws of the 
association. 

i Dangers of Recognition: A point now may be raised whether 
Acre is a need of recognising the options with a view to avoid its 
present anomalous position in India. It may be admitted that the 
business cannot completely be suppressed but by bringing it under 
the rules it can be controlled. Some people express their appre- 
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hensions that regulation of options may hand over the trade to a 
few operators who may not really be interested in the intrinsic 
value of the commodity but whose main concern may be the price 
difference only. The tendency will then be to pass the control of 
the trade from the general body into the hands of option sellers. 
Hie period for which the option dealers will be able to control 
the market depends upon two factors: (a) What is their interest? 
and (b) How far the market can respond? Doubts may also be 
expressed whether the official recognition by way of formal regu¬ 
lation would not make inroads on hedging. It is possible that a 
man instead of making use of hedging facilities offered to him by 
the futures market against his spot transactions may employ options 
for the same purpose by paying the required premium money. A 
leal danger lies in the probable development of a situation that it 
might not then be necessary for the trader to make use of his 
knowledge of cotton but to rely only upon the options for his 
profits against the movements of the market. Should such a 
development take place the hedge market would be restricted in 
its utility to that extent. 

Prohibition of Options in Cotton: In view of this, the autho¬ 
rities conrerned do not sanction the teii-mandi business in cotton. 
It is contented however that if futures contracts are permitted 
there cannot be any objection against option which is also a 
contract for the purchase or sale of a right exercisable in future. 
Since the business provides valuable price insurance facilities for 
traders in actual cotton and limits the risk of the speculator the 
Wiles Committee in 1930 was obliged to examine in detail and 
report on the question of a formal recognition of options in cotton. 
In this connection one of the most important recommendations of 
the Committee was "that teji-mandi dealings be brought under 
control by the enforcement of cash premia and regular payment 
of differences through the clearing house". In compliance with 
this recommendation, the E.I.C.A. submitted to the Government 
of Bombay in 1934, amendments of the bye-laws of the association 
enabling the Board of Directors to control the oplion business. The 
Government then consulted various commercial bodies before 
deciding to give their sanction to them. In 1935, a conference 
was held at Delhi between the Secretaries of the Commerce and 
Finance Departments of the Government of India, the President 
of the E.I.C.A. and the President of the Indian Central Cotton 
Committee. As a result, the Secretaries of the Commerce and 
Finance Departments of the Government of India by a demi- 
official letter to the Secretary, Finance Department of the Govern¬ 
ment of Bombay, recommended sanction of the bye-laws regarding 
option business as passed by the E.I.C.A. But the Government's', 
decision thereon was never announced. The business in options 
was however carried on in an usual manner. 

In the meantime a World War 11 was started in September 
1939, In view of the grave situation created by the war which 
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threatened the stability of the Bombay market, several measures 
were adopted by the authorities. Among the various steps ta]cen 
by the E.I.C.A. the most important was the prohibition of all teji- 
mandi transactions except the annual options maturing on 24th 
March 1940. 1S This met with the approval of members as in the 
then existing circumstances when prices began to soar high every¬ 
body thought that teji-mandi transactions of shorter duration would 
cause wider fluctuations and tend to upset the balance of trading 
or at least disturb the confidence On 22nd September the Gover¬ 
nor of Bombay issued an Ordinance prohibiting all option dealings 
in cotton throughout the Presidency 10 Under this Ordinance, 
options in cotton entered into after that date were declared void. 
Government explained that the main factor responsible for the 
violent fluctuations was the option business The Ordinance 
bewildered the trade in Bombay as the operator* were not prepar¬ 
ed for the news in regard to the abolition of the annual options. 
Government had also in view the introduction of a Bill on more 
or less the same lines except that options were to be made a penal 
offence undei the new Act The E.I C A made a strong repre¬ 
sentation to the Government of Bombay to exempt the annual 
teji-mandi transactions from the operation of the proposed Act. 
As the Ordinance was due to expire on the 3rd November, the 
Bill was published on 24th October, 1939 embodying the same 
clauses with regard to options. But the Congress Ministry resigned 
on 1st November and the Bill was not put through the legislature. 
After its usual life of six weeks, the Ordinance lapsed on November 
3, and the option business was renewed in Bombay. 

Prices of raw and manufactured jute in India weie soaring high 
and dealers in jute had an opportunity to make money. These 
war-profits had to be profitably employed somewhere and cotton 
c.anried its own investment appeal. A heavy volume o* teji-mandi 
option was entered into particularly by speculators from Calcutta 
side. An unending spiral of higher and still higher prices was the 
result. Hence, the Ordinance was enacted and all option dealings 
including annual teji mandi transactions in cotton were declared 
void under an Act made by the Governor of Bombay on the 11 th 
December 1939.- >M The provisions of the Act also applied to the 

IS Notice issueil h\ the Bond of th 1 IC A on l c ih Sept I91* J 
19 Ordinance II of 1919 

’0 \a No XXV nt 193‘) An \u fn pinvich for PjoJiihinon of options in eotlon ind 
for errtain ntlm pui|>oscs in the Vrusmce of Bondi iy Jr w e\pl lined in thr 
official communique that 'die effect of options i to exigeriale pucc innrmrnts. 
Ir happens that at pirscnr as a it.suit uf option business the upsvaid movement 
of priLcs has been cMggtrated ind puce' hast lisen those pants But it is 
possible thjt duimg llu next fc*s n ninths th n. mi> li i re actum and puus may 
* tend to jpj below parity and in that es nt options still tvainpiiti the downward 
inotemcnr with the same violence with which thrt lute foiled up mius at pi esc nr 
That still hr definite!) ijrain L the interest of the tulntimr lot these reasons, 
Ills luelhncy conuelrrs that it still he in the intrusts both of th eultivatm and 
ol the trade to stop options . 



240 


rUTURtS TRADING AND MARKETS IN COTTON 


partially excluded areas in the Province of Bombay. The Act 
aroused some indignation from the trade. 21 While the desirability 
of checking an unhealthy speculation in cotton is recognised by 
all, opinion on the question of abolishing the practice of option 
dealings is divided. Some were strongly opposed to its abolition, 
particularly the annual teji mandi business and pointed out that 
the correct remedy to prevent violent fluctuations in cotton prices 
was to regulate teji-mandi transactions, especially annual option*. 
In consequence, a hair-splitting discussion and a searching contro¬ 
versy took place between the State and the trade. But it was of 
no avail and the trade had to give way by carrying on the business 
through the unofficial channels and in an under ground manner. 
Or account of the then existing war the trade reconciled and 
trusted that after the end of the war dt least ihe annual options 
will be formally revived. 

After the end of the war when the Congiess Ministry again rune 
in power and ibsued in Sept-mber 1946 a questionnaire on ‘Colton’, 
a hope was entertained by the trade that the option business will 
be given a square deal and the important section of the E I C A. 
harboured a belief that due recognition will be accorded to their 
legitimate business in teji-mandi transactions. Obviously this 
expectation was based on the E.I.C A.'s emphatic opposition to 
the Ban on options in the past, as well as on the E.I.C.A.’s strong, 
support to the tej-mandi business since 1930. Contrary to this, 
the Government of Bombay displayed a different altitude as indi 
cated in a report of the Committee of the Cabinet in which it was 
recommended that “options in cotton, i.e. teji-mandi transactions 
should be forbidden .... and it does not seem to the Committee 
that trading in options is necessary in the interests of either the 
grower of cotton or the consumer ol cloth or indeed that it is 
conducive to healthy rotton trade” 2 - On the close scrutiny of this 
statement it will become obvious that in the name of a grower and 
a consumer of cotton the Committee has frustrated all the exper 
tations of the premier trade of India regarding the option business. 
It seems that the Committee should be convinced about the utility • 
of options. No less an authority than Sir Purshottamdas Thakur- 
das has written about the usefulness of options in cotton for all 
concerned in the following words: “Options or teji-mandi transac- 

Tl ‘‘As fur ibi ippifhtmions tint options uoulil tvimut' tin dnunwnd mosunrm 
with thi some \ mil in i, tIk (niton uiowii and tin ti nlr tmjdil inquire ivliy i 
sinnljr ban on options had not licui linjwis d during the long |i<rmd of depiction 
The mipips>mn rtuiitmi is that the. Ait aimed at iirmntinu nitron pliers horn i 
rising It it he sn, it is rkplorablt ind llu Hoard ut ilu F I ('A feel dial tilts * 
must Indue their iniphitu pmtM uninst tin 1 uiinu ’—Sir Puishntf.wuli. llu *" 
kurdis. Turn* of India, Mth Drr, 10^0, 

2 Ri)N»t of the Committer of thr Cibintt mi the Control ol I nrw ml Tridinq in Motion 
in the Rumbas Pi ounce; April, 1017 p 5 
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tions have for the past fifty years been a feature of the Bombay 
Cotton Market. They help the holding and carrying of cotton to 
) later months by bringing into the cotton trade the resources of the 
small traders and merchants and this mass selling or buying acts 
as a brake on violent fluctuations in cotton prices. Incidentally 
this large pooling of the resources of small men also helps to fetch 
better prices to the cotton grower, 8 * In this connection a further 
reference may be made to one of the reports published by die 
Central Agricultural Marketing Department of the Government of 
India wherein while describing the teji-mandi transactions it is 
concluded that "on the other hand, properly controlled and long¬ 
dated teji-mandi transactions may provide a certain facilities to 
the genuine operator in covering his risks. 21 In spite of all these 
considerations, the Government of Bombay has passed the Act 8 * 
of 1947 under which the options or teji-mandi transactions are 
prohibited and a defaulting paTty has been made liable to a penalty. 

This is rather a strong attitude and a stand taken by the Govern¬ 
ment. The piohibition of options cannot be calculated to help 
in any way the cotton grower or the consumer either of cotton or 
cloth But it is bound to injure the interest of the trade by 
confining the business in options to the underground dealings 
carried out in a closely guarded and properly protected private 
& manner by individuals. One is therefore afraid that this Act is 
hound to prove most detrimental to our Society as it will encourage 
unhealthy and undesirable dealings in options by the irresponsible 
element of the trade to such an extent that the very business will 
shade into nothing short of gambling in cotton It will then be 
very difficult to rope with the situation and curb the illegitimate 
activities either by a recognised association or by the Government 
It is therefore better to revise and reconsider the attitude of the 
State towards options in cotton befoie il heroines too late. 

6 CONCLUSION 

9 

The conclusion that can be drawn from the above discussion 
is that there seems to be only two alternatives to improve upon 
the position of options in India, viz , (a) statutory recognition or 
(b) regulation by the association concerned Whilst the first pro¬ 
position will clarify the present situation and add to the strength 
of their official status, the second will go a long way in reducing 


Ril to '1 \ nlulion ul tile Pultun [ i talc, of 11ui.il. " B\ Sit Pul .holt until. TTuKuidJ. 
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the cause of confusion. It may however be stated that neither of 
these alternatives will meet the objections raised nor will they 
remove the inherent weakness of options. We would therefore 1 
suggest that the transactions in teji-mandi be recognised officially 
and regulated as well as effectively controlled by a statute in our 
country. But in view of the information received by us, it may 
be said that the recognition should be qualified. Rules may be 
made to ascertain whether an option is backed by a futures contract 
or not. In order to restrict a seller's dealings rules may also be 
framed prescribing the maximum limit of amount and quantity 
beyond which he cannot sell options on a particular position of a 
particular contract. Finally, it may also be laid down that only, 
the annual options will be allowed to pass through the clearing 
house and that options other than the annual or the options of a 
shorter duration than a year will not be cleared by a member of 
a recognised association. 



CHAPTER XIV 

REGULATION OF FUTURES TRADING AND MARKETS 


DURING the world war of 1914-18* prices of cotton in India 
were regulated under an emergency measure and the problem of 
permanent legislation was held in abeyance for a time. In recent 
years, legislative activity has been concerned with regulation and 
control of futures trading and markets so that practices detrimental 
to the trade may be eliminated. In fact, futures contracts made in 
an ordinary way upon an organised market or exchange are lega¬ 
lised. while prohibiting those created purely to trade in price dif¬ 
ferences. The law rests content with the intention to fulfil con¬ 
tracts by actual delivery. It should, however, be said that legal 
regulations have been enacted frequently by the failure of exchanges 
to correct conditions which lay within their power to remedy. 

The question of regulaLing the cotton futures trading and 
markets in India is a matter of acute controversy. Since the Gov¬ 
ernment of India constituted the Cotton Contracts Committee in 
1916, under the Defence of India Act, to the present day, it has 
been a matter of keen discussion both in and out of the legislature 
and the exchanges. So far as the Bombay market is concerned, 
this problem is of fundamental importance. It will therefore be 
our main concern in this chapter to deal with the problem of regu¬ 
lation in the light of the prevailing system in other countries. 

I. THE CASE FOR REGULATION 

Reasons why Regulation is Necessary: It is said that trading 
in futures upon an organised market is conceived to distribute in 
an orderly way cotton from the field to the factory. From an 
individual point of view the production and distribution of commo¬ 
dities are carried on with a view to their exchange. The tests of 
perfection of an organisation of trade are the promptness with which 
such transfer is effected and the accuracy with which it is carried 
out. It is by a due appreciation of these facts that one comes to 
realise the importance of futures trading and markets. The 
machinery of cotton marketing in use today is regarded as moat 
extensive and complex, in as much as, orders come from many 
sources and operators are scattered all the world over. In fact, 
the entire cotton trade of the world centres around the futures 
markets. 

In the absence of a futures market an exporter will not be able 
to sell ahead to the consumer in Europe and the Far East. A 
dealer will not be able to sell any forward delivery cotton. A 
financier will not consider it safe to advance loans to a cotton dealer 
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without a heavy margin. With a reduced buying power on 
account of credit restrictions and by the disappearance of price 
protection those engaged in the marketing process will be forced 
to operate on wider margins; paying less to the producers and 
charging more to the consumers. It may further be pointed out 
that those commodities which lack the assistance of a futures market 
suffer from many disadvantages. For example, the margin 
between the cost of such raw commodity, and the sale price of 
the finished article tends to be greater. It seems therefore, that 
all intermediate linkb take less out of the product when there ib in 
the centre a properly organised futures market to act as shock- 
absorber. Because a futures market provides a prompt buyer to 
a seller and vice versa ai a reasonable price under normal circum¬ 
stances, it is of great importance to the growers, factory-owners, 
middlemen, merchants, exporters, importers and manufacturers. 
A futures market, under the piesent system of marketing an agri¬ 
cultural produre like cotton is therefore a sheeT necessity for its 
orderly marketing in the world. 1 

However impoitant an economic organisation like a commodity 
futures market may be, its shortcomings should never be lost sight 
of. for the reason that after all, it is also a human institution and 
as such is subjert to man made factors A futuies market is 
susceptible to many activities, such as, squeezes, corners, manipu¬ 
lation, bear-raids, bull-raids, etc Though without a futures 
market, cotton trade rannot now be thought of, these elements 4 
demand due consideration The poinL is that dealings made on 
a futures market are liable to be abused by unscrupulous men It 
is likely that to make money people go to any Irnath as in all 
other tiades and professions in the world. It should be admitted 
that these activities aie certainly undesirable elements in any well- 
organised system of marketing, since, they lend to exaggerate the 
price movements and in turn affect the agriculturists, merchants 
and manufacturers They lend to produce adverse effects on the 
trade and industry In short, at timeB, these elements make the 
market unhealthy by becoming Lhe cause of violent price fluctua¬ 
tions and by rendering the futures contract of little use both as a 
medium of hedging and as an indicator of the price level Hence, • 
such activities should be controlled and properly regulated. 

The Scope of Regulation: It Is gratifying to note in this connec¬ 
tion that the modern tendency is to restrict the undesirable acti¬ 
vities by strict supervision on the part of exchange authorities. 2 As 
a matter of fact the exchange authorities particularly in India have 
not the sufficient power to control and regulate the futures trading 
and markelb Reasons for this are not far to seek There is no 
comprehensive piece of legislation empowering the Indian exchan-^ 
ges to enforce strict rules and regulations on the trade. In order 

1 Repin ‘ in ilu QiitMiuniniif issutil li\ iu 

2 R<f to thjpftr on ‘Spuiiluinn 1 
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to control undesirable speculative activities an a futures market 
it is imperative that there should be a restrictive measure of legis¬ 
lation. It may be suggested that harmful activities on a futures 
market can be brought under control by enforcing unity of control 
in the trade, limiting hours of business, and restricting certain 
other matters, such as price fluctuations for a given day, limiting 
trading position of an individual, etc. This has been accomplished, 
as we shall see in the following section, by most of the foreign 
leading markets and the exchange authorities have taken steps to 
improve the character of trading. But in India much remains to 
be desired and achieved in this direction. With a view to check 
the excessive speculation it is necessary that the Act should 
empower the exchange authorities in India foi adopting the follow¬ 
ing measures: 

(i) The limitation of the price fluctuations per day. 

(li) The limitation on the trading aj individuals to the extent 

of net long or short position of 50,000 60,000 bales 

from the last clearing: this should not apply Lo hedge 
sales ot purchases. 

(iii) I he publication of such figures as to enlighten the public 

at large in mattus of volume of transactions and other 
useful as well as relevant information at least once a 
week. 

(iv) Enforcing the system of daily settlement and margin money. 

2. RLGULA1 JON IN OllIER COUNTRIES 

In most of the leading countries, organised produce markets 
have to fulfil rigid rules and 1 emulations pre cubed by the State. 
Some of these countries, viz, the U.S.A , Germany and Japan 
may be taken foi our purpose. 

j U.S.A. : The U.S.A. claim and rightly possess the largest and 
isiost efficiently organised commodity maikets in the world. For 
shore than 50 years there has been in progies* a gradual but 
steadily increasing extension in the types of Federal Legislation 
affecting and in greatei or less degree governing the conduct of 
business. Ihe most conspicuous illustiation of this is the U.S. 
Cotton Futures Act. 'The gist of the Act is this. It imposed 
generally on all contracts for future delivery made on any orga¬ 
nised market a tax of 2 cents per each lb. of cotton involved. 
It then exempted from the tax, contracts that complied with its 
conditions which aimed at correcting the evils 1 of futures trading. 
Lastly, it provided machinery for carrying the scheme into effect. 

i The abuses an exchanges ,uosi tioin fisc conditions (i) inuJu|ihut\ ot sundards, 
(li) a sjstein of faxc.il differences, (iii) delivLij ot low giadi cutton, (iv) the 
ldilun of Cenilus, and (\) iht ‘puiunna* dumi) puctiu Suvicl and Rrpu- 
latoij Announce meals, No. 5, U.5. Dt.pl ul Agueulturt, 1915. 



246 


I U JURIS 1 UADI Mi AM) MARktiJS JM LOI'IOK 


When the statute had been obeyed in this regard, the contract was 
freed from taxation. I * 3 4 * * 

The Act gave vast powers to the Secretary of Agriculture in 
almost all matters connected with the dealings in cotton futures. 
For instance, he was authorised to prescribe regulations for carry¬ 
ing out the purpose of the Act, to designate Bpot markets, standards, 
grades, etc. This intervention of Government agency was wel¬ 
comed by the trade in general. However, it did not satisfy those 
who desired a comprehensive type of measure, because, it did not 
aim at broadly regulating or supervising the trading practice of 
members. Hence, after sometime, a bill suggesting drastic measures 
was introduced in the Congress in April 1930-"* The bill was 
opposed by the Federal Farm Board who approved of the regu¬ 
latory legislation but expressed that the present measure would 
Mippress futures trading in cotton and grain. 11 It was suggested 
by the Board that improvements in the present system would be 
accomplished if the exchanges were placed under proper supervi¬ 
sion and control of the U.S. Department of Agriculture. 

In the light of this suggestion the Commodity Exchange Act 
was passed in 1936 bringing under the State supervision transac¬ 
tions for future delivery in cotton, wheat, etc. The new Act is a 
supplement Lo the Cotton Futures Act, 1916 and Grain Futures 
Act, 1922. 

The principal important conditions of the Act are: 7 

1. Markets which wish to conduct transactions foi futures delivery 
must be so designated by the Secretary of Agriculture 
It is unlawful foT transactions to be made for future delivery 
except through a regularly designated market. 

2. Records of all transactions must be kept for a period of at 
least three years giving all terms of the transactions. 

Ihe designated market must allow the Secretary inspection c»{ 
all its records or minutes of official bodies or committees otf 
the market. 

4. Ihe Commodity Exchange Commission may fix limitations 
both on the amount of speculative trading that any person 

I Ik i u 11 mill tn nii in mill mini in SiUuuis 3 Ill and uintrjLt' in.uk s<i 

lumplwnu ihmuitli an calkil S.3 oi 1 mm* luiKiaU* and S.1U oi S[pui1u 
cun tracts.* 

3 Small Hill Nu 112*) luuiIuI ‘ In puuiii ilu sail oL Loltun ami giam on lutim* 

markka." 

f> ‘‘Wl an fearful tlui diastu a Jiangi would Louipludy upset tin markclinji 
inadumi} although wi kjIim the nitd foi improvement." Correspondmcc bet-1 

ween tlu. Strati (AniimiUu and the PI. Hoard, April 1Y3I); A* reproduced ill 
tlu Report ol tlu Spcual UiuiiiiiUll oi tin Chamber uf Comm u a: of the U.S.A. 
p39. 

7 Cymnuxlily Yiai IW Hunk, ISA, p 
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may do in one day and also upon the speculative net position* 
long or short, that may be had by any one person, at any one 
time.*' The Commission is given wide discretion in fixing trade 
limits. It may also fix different trading limits for spread* and 
'straddle* operations. 

Commission merchants trading in regulated commodities must 
be registered, the annual cost of which is 10 dollars. The 
registration must be accompanied by financial statements which 
are carefully scrutinised by the Commission. Registrations 
expire on December 3 I st of each year. Thus a new registra¬ 
tion and new report are required each year. 

It will be obseived that under this Act the Commission is placed^ 
in a position to obtain a great amount of information which was 
not obtainable under the previous laws. 

Germany: In Germany, the principal exchanges and the majo¬ 
rity of the small ones are modelled on the pattern of the Berlin 
Exchange the organisation of which was pi escribed by a Govern¬ 
ment decree in 1886. It was provided that the establishment of 
an exchange must be approved by the State. The governing body 
of the Berlin Exchange is appointed by thr corporate body of the 
L merchants of the city and has disciplinary powers for the conduct 
r of the exchanged The State exercises supervision over exchanges, 
particularly in matters of clearing associations. Commissioners 
aic appointed as state officials charged with supervising the business 
conduct of the exchange and the observance of the promulgated 
laws and administrative measures. They may also supervise direct¬ 
ly the fixing of price quotations on the pait of professional quota¬ 
tion brokers. Trading permits arc necessary for all German 
exchange. 

Japan: The Act of 1893 was passed to recognise the exchanges 
in Japan. At the time of this legislation, exchanges were only 
seven. 1,1 In 1897, the number was reduced from seven to five and 
by 1916, the exchanges became extinct. Il^nce, in 1922, the Act 
was passed which brought five new exchanges into existence. 8 * 10 11 
The spirit of the law now in force ordains Lhat the association will 
not be granted permission for the establishment of exchanges 
unless it is centrally or mutually ovganised. Another important 
provision is that there shall be no more than one exchange in a 
given district in respect of a given objert of transaction. 

8 It is iinivurLmt to note that tin trading limiurmns rlu not jppl; to bona fide fudging 
transactions nor to tlic trading ot fututes cuinmissinii nuiLhanl* and flooi brok<r> 
unless suidi biding is for their own account, 

\ 9 Commodity Exchanges in Germany: Hans Hirrchstein: Annals of The American 
Academy of Political and Social Science: 1931 May, Veil. Nu. 155, p.2Q8. 

10 Commodity Exchange in Japan: Zcnsuku Sano S.1)., Ibid, p.225. 

11 The exchange Act uf 1922, Ibid, p.226. 
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3. HISTORY OF REGULATION IN INDIA 

During the first two decades of the 20th century, several bodies 
cropped up for the protection of the various small branches of 
the trade. 1 " In any change in rules and regulations or the various 
customs of the trade in Bombay, these bodies had a say. Until 
almost the end of the year 1917 the position was more or less 
intolerable and nothing, but legislation could mend it. In June 
1918, under the Defence of India Act, the Cotton Contracts Con¬ 
trol Committee, under the chairmanship of Mr. (now Sir) G. 
Wiles was appointed by Government to control the trade in Bom¬ 
bay. The Committee succeeded in making the best of the situation 
then existing. 

’ Act of 1919: As the Committee was constituted as a temporary 
measure, in November 1918, a bill providing for the control of 
dealings in cotton by the Bombay Cotton Contracts Board was 
introduced in the Legislative Council by the Government of 
Bombay. It followed the rules previously laid down in connection 
with forward contracts. On moving its first reading, the Honblc 
Mr. G. Carmichael observed that, ‘ 'though the Bombay Cotton 
Market handles as much cotton as any other in the world, it has long 
been recognised that the legulations under which its operations 
were carried on were seriously defective and conditions were 
constantly recurring which rear ted unfavourably on the genuine 
trade in cotton and on busincsb generally in Bombay. Various 
suggestions for Teform have been made from time to time buL the 
primary step to be taken, namely, the constitution of one central 
body of control, always proved insuperable. 11 The real trouble 
always thus centered around the setting up of a central authority 
to contiol the trade. Hence, this bill may be said to be the first 
genuine effort of Government regarding the unification of the 
Indian Cotton Trade. 11 The Council accepted, as did the trade, 
the main principle of the bill that there should be a central con¬ 
trolling body to legulate the trade in cotton. The bill came into 
force as the Bombay Cotton Contracts Control (War Provision) 
Act, 1919. 

The Act being a war measure its repeal was moved in 1921 
and passed in 1922. Accordingly, the Cotton Contracts Board 
was to cease functioning from 1st June 1922. The Board as a 

12 “Jhuc m .it pic ilit in Homlm stun ilislimt bodus iipustnimg different branches 
of tlu Ltiiion uadi IUc\ .in* (J) Hit Humbj) Cotton ludi Association, (2) 
Hit Ilnmbai Cotton Kihangi (i) Tlu Homiut Milluwnirs’ Association, (4) 
1 hi Cotton Rrnkirs' Awkiuiun, (5) 1 he Mai wan (hamlxr of ComimrcL, (6) 
llu Cotton Miniums inrl Miituduins \ssouaiiun, .mtl (7) Tli Japanisi Cotton 
Spinnu ' A-socianun Rtpoit ol the Indian Cotton Committee, 1 ‘*1 r J, p.2U5. 

12 Bomba) Ltgislatiu. Counul Debates* 101H, Vnl. LVI; p. ( J75. 

Hll "I have absolute h no hesitation in asserting that ihw bill la a right step in the 
light direction h» tlu anulniiatum of tlu Cotton Irjde, nut onl) of this aty, noi 
of this Piisuitnt\ onl), but of thi wfiuli ol India.* Su Purshotamdas Tbakurdas 
Ibid, p.798, 
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central body controlled the trade for more than three years from 
January 1919 to May 1922. 

It wa8 during the regime of this Board that Mackenna Com¬ 
mittee appointed by the Government of India in 1917 made out 
a case for the establishment of a central cotton Trade Association 
in Bombay under a Royal Charter similar to the Liverpool Cotton 
'irade Association. 1 ' The leport of the Committee gave an expres¬ 
sion to the view that it was a matter of urgent importance that 
the Bombay Cotton market should be organised on sound and 
healthy lines. Mr. Mackenna, the president and Mr. (now Sir) 
N. N. Wndia, a member of the Committee interviewed the trade 
as to the lines on which reforms should proceed. It was unani¬ 
mously agreed that immediate action was necessary to create a 
central contioiling body. At the same time, it was duly recognised 
that the trade itself could not then undertake its formation. The 
Government of India in turn authorised Mr. Wadia to draw up in 
i onsull ation with the Directors of the Liverpool Cotton Associa¬ 
tion, a scheme for the Cotton Association in Bombay. 11 ’ 

The main object of the reform was, of course, to control specu¬ 
lation which was looming large dining the war time. The autho¬ 
rities admitted that while speculation could not be eliminated 
altogether, the aim should be so to regulate the market as to secure 
the interests of bona fide traders and to discourage speculation 
inimical to those interests. The measures necessary to secure this 
end involved the problem of regulation of futures trading. 
Government expressed the view that as in Liverpool and New 
York, "ft is eminently desirable that a central cotton association 
should be established in Bombay." A confirmed belief both of 
the State and trade was that it would be necessary to accord the 
said association, when formed, some measure of statutory recogni¬ 
tion The Government of India in due course invited the Cotton 
Contracts Board to get into touch with the various sections of the 
tiade with a view to form a single association representing all the 
inleiests. They gave an assurance that should surh an association 
be foimed, they would introduce legislation giving it the requisite 
powers of control. 17 

is 'Om nmril \ sim] limn to In known as tin Iasi India (Vtiun Vs tuition ■iumld 
iiki pi in id ilu st hi iliMimt home* whnh at piLMjit uj.itifil tlu muon luil 
in Homlijv *’ Ripnit id the Inchui Cnliun ('(tinmiliu, 210 

(m *i ol India l oiiimnu Dipt Cnnuminuiuc No GW, 2 * ^-20 (Bittei known js 

1 mu s' It ttu) 

II il is uni su\ (a it will piuhjuh InJ to iinludi in Uu bill a prmiwon lo liu 

iffc.il that no minuet l»i the futim iJtlnuv of u>ruin shall hi enforceihlc in jm 

court >>t law in Ihiush India units, diawn up in jujulanu with die rules trained 
on ihit be hall In tin imipostil GiUlial Vsciijition. tlieit js no altrrnauvi nut to 
undertake the ntressan It gi datum in the Indian Legislative* Council. It h also 
ividciU that even though die Assouan on will presumably confine its admins 
nuinlv to the Bomba) ut\ its ojieiauons will a Hurt the cotton Trade throughout 
India aiul for this teason also, the. Uov eminent of India dunk legislation must be 
undertaken in theii own Council ,’ 1 Ibid. 
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Act of 1922 : Now the trade began to think of formulating a 
permanent single commercial association for its regulation. They 
were successful in forming one central association which was named ' 
as suggested by the Mackenna Committee, the "E.I.C.A." This 
body started its work from May 1922 as a private institution with¬ 
out statutory recognition. It should, however, be mentioned here 
that the association did not succeed in enlisting the unanimous 
co-operation of all the sections of the trade. The Millowncrs' 
Association opposed its constitution and withheld their approval 
by refusing to join its membership. This interrupted its progress 
and the organisation began to experience difficulties in its work. 
In facL, il was impossible for it to carry on without official recogni¬ 
tion. A condition precedent to such lecognition was that the 
central body should be repiescntalivc of all the important sections 
of the trade. Experience gained during the regime of the Cotton 
Contracts Board had proved that no voluntary central association 
would hope to control the trade for any length of time without 
legislative authority behind il. The Millowners’ Association had 
therefore to be reconciled and their co-operation won by amending 
the constitution of the E.I.C.A. before asking Government for a 
Royal Charter. 

The association then represented to Government the urgent 
necessity of passing the Act conferring upon the E.I.C.A., (a) 
statutory powers to enable them to regulate the trade and (b) 
sanctioning the administrative marhinriy contained in the Articles 4 
of Association. On 25th July 1922, a bill legalising the establish¬ 
ment of the E.I.C.A. and giving most of the power* exercised by 
the Cotton Contracts Board was introduced in thr Council by 
Government. 1 ’' This was a natural complement of what the Govern¬ 
ment undertook in 1919. The Counril passed th*' hill and it 
Came immediately in force as the Bombay Cotton ('on1 1 acts Act, 
1922 .™ 


Growth of a Rival Body to the E.I.C.A.: For the first three 
years, the E.I.C.A. had to face some opposition paitjcularly from 
small traders. But no one tiied to oppose the association thinking 
that the Act of 1922 would be repealed on its expiration. Con¬ 
trary to this expectation, the life of the Art was extended by 
Government for a term of three years. On seeing that there was 
no hope to repealing the Act, the growing dissatisfaction of the 
traders took altogether a new turn. The Art was scrutinised in 
all its aspects by the opponents who notired that there was a scope 
for running a similar organisation on independent lines. Section 5 
of the Act was construed as having the effect of unenforceability 
at courts, of contracts made under any other body except the 

IS Hill No. Mil c»t 1 A bill to piouili iur cJu lions .util umtrol of tunwciiuns 
in union in ilu I'rLsitluk'i of 

I 1 * llomb »\ \it No MV <il l 4 J22 Us application wjs huwmi ristriitul to the city of 
Bombjy only. 
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E.I.C.A.. since, it laid down that any contract contravening the 
bye-laws of the E.I.C.A. was simply void. It did not say anything 
^further than this. Ordinarily this was enough to prohibit the orga¬ 
nisation of a rival institution, for, its contracts would be void and 
a businessman could not afford to enter into such transactions. 
But the small traders and merchants found a way out by making 
a distinction between void and illegal contracts. This led to the 
formation of a new association in 1925 under the style of "Shrt 
Mahajan Association." In fact, the formation of the Mahajan was 
the natural outcome of a loop-hole in section 5 of the Act of 1922. 
Such a contingency as the formation of any rival organisation 
ought to have been vitualised and provided for, by making all 
'contracts contravening the by-laws of the E.I.C.A. not only void 
but also illegal or punishable at law. The E.I.C.A. registered its 
protest against the establishment of a new body but to no purpose. 

!n 1930, at the instance of the trade, Government consulted 
the various interests and dreided to appoint a committee to make 
lecommendations for the amendment of the Act.- 0 The com¬ 
mittee was appointed consisting of an official chairman Mr. (now 
Sir) G. Wiles and 1 3 other representatives of the trade including 
those of agriculturists. The committee among other matters 
examined the problem of control of the trade in Bombay. The 
Act of 1922 in their opinion was defective to the extent that it 
j^rlid not provide for the exclusion of other associations being 
formed, because, the provision of contracts thal contravened the 
live laws of the E.I.C.A. was not effective in suppressing void 
transactions. In view of this stale of affairs, the Wiles Committee 
recommended that: 

"A single association shall be given control of dealings and 
that the passing of contracts contravening bye-laws drawn 
up by the Association and sanctioned by Government shall 
be made an offence punishable with fine, that all forward 
business shall be done through members of the Association 
and that the Act shall prevent the formation of other asso¬ 
ciations for the contiol of forward business." 21 

* 

Bill of 1931: A bill was introduced on these lines in the Council 
on 29th July 1931. 22 It followed the general lines of the Act of 
1922 except that it aimed at restricting futures dealings to the 
agency of a member of the E.I.C.A. and making illegal the passing 
of other futures contracts. It was laid down that any contract not 
confirming to the rules of the E.I.GA. should be void and any 
person entering into such contracts shall upon conviction be liable 

*20 Pic*' Noli: l7ih April 1 ‘>30: (juiiuimejir ol lktnibjv. Mil opi ration of tin Act of 
l r >22 was iMiiulul until Aug. Jlsi 1931. 

21 RtpoiL ot tin Cutluii Conluits Ait Coinmittct, l l *30, p IN 

22 Bill No,XX of 1931. 
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for each Buch offence to a fine not exceeding Rs. l,000. Ji The 
purpose of the bill was to give a death blow to an unrecognised 
body like the Mahajan Association. 

The debates that followed in the Council, however, indicated 
the direction in which the wind was blowing. The bill was 
regarded as a State measure of control over the cotton trade and 
opposed accordingly.* 1 The point at issue was whether there should 
be unity of control or not. The principle of the bill was to bring 
about the unity of control oveT the tTade. It was agreed on all 
hands that a control over futures Hading was necessary, and regu¬ 
lation of speculation in cotton contracts was of paramount impor¬ 
tance. The point to be discussed was whether that control should 
be vested in one body only. Unfortunately for the trade, the 
principle was misinterpreted as one of giving monopolistic control 
to the E.I.C.A. at the cost of small traders. Serious allegations 
were made against the working of the E.l.C A It was advanced 
that the control should not be vested m a single body like the 
E.l.C.A. but more than one association should be allowed to have 
a say in thiB maLter. 

The main agitation against the bill ramc from the Mahajan, 
since, it was a question of life and death foi them 1 hey vehe¬ 
mently carried on a big campaign against the bill by issuing appeals 
after appeals and freely distributing pamphlets to the public in 
general and Councillors in paiticular. In these appeals and pamph' 
lets they tried to point out the weak points of the E.I C.A. and 
urged the necessity of maintaining their organisation. Somehow, 
most of the Councillors representing the mofussil stiongly opposed 
the bill to the extent that an amendment negativing the veTy 
principle and purpose of the bill was moved and carried by 44 
against 41. JI ‘ The amendment referred to the term ‘association.* 
It stated that the word ‘association' should mean Lhc E.I.C.A. 
or any other association As a result, the mover of the bill had 
to withdiaw it. Thus, the bill which should have leally amelio¬ 
rated the position of the tiade by giving effective unitary control 
to the E.I.C.A. was lost and the system of multiple control conti¬ 
nued to exist as before. 

Act of 1932: In September 1932 Government introduced in 
the Legislative Council a fresh bill. It provided for the statutmy 

-1 Si aunt 0 fit, Ibnl 

- 1 t .iin ijjiust ,\ vftnimi in Sii I ih it tha tliiAild Ik. .m umiiol ami iiubudy 

shnultl Ik Imuil to have .in} itumor Rj li.ili.idui S k Hula It. L C. 

Uibuis \ il II, JOnl ji|j S(j7 H 

5 I lien Sji, ih- nu-minis ol this 1.1 l\A. result » utliLi Uitia with a view tc 

tlepitis jin s, iIilv cmnbull i,j sell and siII jr. l sell llu prices in Bomba] 

•ire brought down b\ j puulur sort oi miiibim in whuh the stilus sell, buyer 
*11' ibe I'poruis sJI, thr iminirttrs sell the bioLus sell.' Ur M K Dixit. Ibic 
p 60? 
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recognition of the E.I.C.A. or any other association it at any tgne 
jt should be found desirable to do so and also enabled Govern¬ 
ment to withdraw such recognition from a recognised institution 
under the Act. Further, it vested Government with powers to 
supersede at any time, if necessary, the Board of Directors of a 
recognised body. Reasons for these innovations may best be 
explained by the then existing circumstances in Bombay. In India, 
it was the time of the Civil Disobedienre movement launched by 
fhe Indian National Congress against the Government of India. 
Those were thr days of Hartals and non-cooperation everywhere 
in every sphere. The cotton trade in Bombay wan no exception 
this. The result was an embarrassment of the English traders 
No body could help the situation. The Board of the E I.C.A. was 
unable to restore normality in spite of their passing so many 
resolutions to overcome the abnormal circumstances, as the trade 
in general was reluctant to cooperate with foreigners. In conse¬ 
quence, there arose an interruption and dead-lock for foreigners to 
carry on peacefully. They approached the loral Government to 
set the matter right who in turn asked the E.I.C.A. to put their 
own house in order. Because the Board failed to restore the 
order. Government introduced the bill and took the extreme view 
of withdrawing the charter given to the E.I.C.A in rase of emer¬ 
gency. It will be noticed thaL the bill was the result rather of a 
political countermove on the part of Government than a mere 
^economic arrangement - 7 The E.I.C.A. registered a vigorous pro¬ 
test against the bill by passing a resolution-^ to the effect that it 
was unacceptable to them, because, “there was no provision for 
unitary control.” 

In spite of this, the bill was pursued on the ground that an 
improved legislation than that of 1922 was requiied to set right 
the cotton trade. The Act of 1925 under which the Native Share 
and Stock Brokers' Association works as an officially lecognised 
body with power to Government to withdraw its recognition should 
the affairs of the Association be mismanaged, was regarded as an 
ideal measure for the cotton ills In fact, Government wanted 
by this bill to revise its paternal attitude towards the E.I.C.A. and 
to recognise, in case of necessity, a body foimed by a particular 
section of the trade who might be able to win over iheir approval. 

In the course of debates on the bill, an amendment to clause 4 
was moved to the effect that if one or more associations came 

7 "(inurnment aie itally rijiiir tu inlroduu politics nuu hmincvs li\ means of a 
suiutt Will not this imcigrius hi imr slimtl\ 3 T)n sou think this haital and 
boycott will an on h>i t\ii'’ Ran Rihidui K R Nuk It 1 P IXbites, Vol.35 
1032, p.73 

H Annual report ol the MPA tor lilt vian l q 3I 32. 

n ir should however be not'd tint the An cannot Ik sanl in lu an nlul one not can 
it b< nRaid'll as aiminu at unity of control sime unilti the very \a there exist 
mme than one hods in Itnmhas in uintrnl and itgulatr flu business in Stock and 
Securities. 
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forward with the tequiremenls duly fulfilled, they should be reco 
gnised by Government This time, the amendment was, however, 
negatived on the ground that in the interests of the cotton trad^l 
and growers there should be unity of control. It was stated that 
Government was not in favour of dual or multiple control. 30 The 
bill was then read a third time and it became the Bombay Act 
No. IV of 1932 providing for the “Better regulation and control 
of transactions in cotton in Bombay 

By enacting this piece of legislation Government established 
their attitude towards the E I C A Of course, the association was 
given due recognition under the Act and the principle of unitarW 
control by a single body was accepted But the alternatives oft 
withholding the given recognition and recognising another body 
or superseding the lecognised body, in ca«e of an emergency, by 
an official body were confirmed by the Act of 1932 The principle 
on which the previous bill of 1931 was thrown out by the Council 
was duly recognised and accepted in a modified way in the sense 
that contracts contravening the bye-laws of a recognised body 
were not made illegal or punishable at law which the previous "till 
sought to effect 

Bill of 1935: Since no penal clause waq embodied in this Act 
there was nothing to prevent the Mahajan or any other body to 
function except that its contracts were unenforceable at courts in 
British India 11 The Mahajan therefore continued to function 
usual. Tile trade in general resolved to put an end to this duality 
of control Hence, a bill was introduced in November 1935, to 
amend the Bombay Cotton Contracts Act No IV of 1932. 12 This 
bill was introduced on private initiative and not by Government. 
It aimed at giving the control to the EI C.A by making the 
contracts contravening its bye-laws not only void but also illegal 
and punishable at law ri The Mahajan lealUed the strength of 
this measure and presented to Government a memorandum accept¬ 
ing the principle of unitary control in futures trading In the course 
of debates in 1936 the bill was, however, deferred to the next 
session and was ultimately withdrawn 4 

50 Hi llnn'bli Su (diuhn Ilussun vni I Uni 'If wi in to ncnjjmst six seven or 
eight issnmtions ilun tlun ssill hr itiso1utc.lv no utiitio 1 m the iniikit Istrv 
uuIihiI LuiintiN lu» limim mntrol ’ III C Dilutes Vul l l M2 p205 
*1 In l'Ji? inntliii issiKiation undu tin st\lt of the ‘fndun Cotton Exchange' wi« 
humid in homhn toi tin purixist ot timing mi futures titdinj in, cotton Tor 
one. m tht tthcr mson ti ulirs did nor rails under iK iiispius in i 1 irgc. nuuilnr 
Ihfmt its winding up on uioupt ol litiifihun nn hint tumictions win put in 
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Ad of 1939: In 1937, when the Congress Government came 
in power the E.I.C.A, once again rose to the occasion and 
spproached the National Government for effecting unitary control 
aver the premier trade of Bombay. They promised to go into 
details of the problem and invited the views of all the interests 
concerned on the question of making illegal all futures contracts 
except those made through a recognised association. They appre¬ 
ciated the point that the Act of 1932 had failed to achieve its 
objects of unitary control and eliminate excessive speculation. It 
was realised that a penalty clause was closely interrelated to the 
principle of effective unitaiy control since one could not exist 
4 without the other, and that penalty would further assist in checking 
v undue and inordinate speculation which the State sought to bring 
about. In order to bring about a lasting compromise between 
the two rival bodies in Bombay, the Congress Government there¬ 
fore suggested the following proposals as a fair compromise 
between the E.I.C.A. and the Mahajan: (i) that a ring be created 
for the smaller trader to operatr with a unit of 20 bales, (ii) 
That operations in the &mall ring be restricted to trading to a 
maximum limit of 2,000 bales for each settlement, (iii) That 
members operating in the small ring be required to pay a deposit 
of Rs. 3,000. (iv) That members trading in the small ring be 
allowed to select two iepresentatives to the Board of the E.I.C.A. 
Government then requested both the u^ocidtions to meet and 
adjust their differences even if these proposals involved modifica¬ 
tions to some extent. Consequently a detailed discussion took 
place between the two bodies and an agreement on the issue of 
amalgamation was reached in June 1939. Accordingly a bill was 
to be introduced in the Legislature. In the meanwhile, there start¬ 
ed the World War II in September 1939 and the Congress 
Government resigned. Hence, this bill could not be taken up for 
want of time. As a result, the former 'status quo' was maintained 
in the cotton trade of Bombay, 

But the War created a grave situation and the Governor of 
Bombay had to issue an Ordinance in September 1939 prohibiting 
all options in cotton throughout the Presidency. This was followed 
by a publication of a bill in October 1939 embodying the main 
clauses of the Ordinance/ 1 In December 1939 this Ordinance was 
enacted and all option dealings were declared as void under the 
Act No. XXV of 1939 made by the Governoi of Bombay as "An 
Act to provide for the prohibition of options in cotton and for 
certain other purposes in the Province of Bombay. Although 
this Act prohibited the teji-mandi transactions, it did not affect 
the forward trading in cotton. The cotton associations in Bombay 
and in the Presidency were therefore functioning in their normal 
foamier till the middle of the year 1943. In April 1943, an Ordi¬ 
nance, under the Defence of India Rules, imposing a ban on 

*5 Ref, tu thapLci on ''Tfii-nvndi" for details. 
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“Options and forward contracts in the new cotton crop" was 
issued by the Government of India and its application was made 
to the whole of British India.' 10 On 18th May 1943 Government^ 
issued a fresh communique making the ban applicable to forward 1 
trading even in the current crop of cotton and only 48 hours were 
given for the voluntary liquidation of all transactions before 20th 
May 1943 under M the Cotton (forward contracts in current crop 
prohibition) Order, 1943." Under the Defence of India Rules 
the forward trading in cotton remained closed in India for about 
five months from the third week of May to the last week of October 
1943. On 28th October 1943 the transactions in futures trading 
were allowed only in Bombay and then in Karachi under the/ 
aegis of the E.I.C.A. and the K.C.A. with certain terms, condi-i 
tiona, restrictions and safeguards subjects to their annual revision 
and renewal. JT 

Cabinet Committee's Report on the Control of Forward Trading 
in Cotton: While the Second World War came to an end in the 
middle of August 1945, out of the various orders passed by the 
Government of India, under the Defence of India RuIeB, the 
relevant Orders were continued in force in this Province by "The 
Essential Commodities and Cattle (Control) Act of 1946." This 
was-a provincial Act under the provisions of which cotton was 
declared an essential commodity. Thus the Act of 1939 and the 
Act of 1946 were the temporary measures which should laps^ 
after a time unless duly re-enacted. 

Now, the problem before the Congress Ministry which cgme 
in power for the second time in April 1946 was therefore how to 
switch over from the war-time arrangement and regulation of the 
cotton trade and market both in the Bombay city and the Presi¬ 
dency to a permanent peace-time control over the trade in general 
and forward trading in cotton in particular As a first step in 
this direction the Congress Government issued on 24th September 
1946 a cotton questionnaire along with a Press Note in which it 
was stated that "The Government of Bombay has under consi¬ 
deration the question of legislating for the further control and 
regulation of the coLton trade in the Province, in particular forward 
trading in cotton." All persons and associations interested in th^.. 
cotton trade were requested by Government to send in their replies 
to the questionnaire on or before 31st October 1946. With a view 
to elicit the views of the selected individuals and associations on 
the subject the Cabinet *b Committee composed of Sjl. V. L. 
Mehta, Minister for Finance, Sjt. M. R. Desai, Minister for Revenue, 
and Sjt. M. P. Patil, Minister for Agriculture arranged for the 
interviews during the months of December 1946 and January 1947 
and recorded their oral evidence on the problem of regulation 
and control of the cotton trade. A report of the Cabinet's Coro t 

16 Prist Noli Gou of India, 30th AjmJ, 13 
37 Ret. to iliaptrr on ‘‘Cotton Prices” for details. 
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mittee was then published in April 1947 by the Government of 
Bombay. 

' Broadly speaking, this report dealt with the three main issues, 
viz., control by Government, constitution of a recognised associa¬ 
tion and composition of the system of hedge contract. No doubt, 
it made a sincere and honest effort to meet the multifarious require¬ 
ments of the cotton trade. The Committee made the following 
recommendations: (I) that the measure should be extended to 
the whole Province, (2) that so far as the hedge trading is con¬ 
cerned there should be only one recognised association for the 
whole Province, namely, the E.I.C.A., (3) that forward trading 
tiutside Bombay may be permitted and that normally no region 
(Gujarat. Maharastra and Karnatak) need have more than one 
trcognised association, (4) that Government should take power 
to impose bye-laws in all matters, (5) that contracts not in accord¬ 
ance with the bye-laws should not be merely void but they should 
be made illegal and the parties thereto should be rendered liable 
to punishment, (6) that it should be a penal offence for any person 
to organise, assist in organising or be a member of an unrecognised 
association, (7) that Government should take power to nominate 
the President or one or more members of the Board of any recognis¬ 
ed association, and that it should also have power to supersede the 
entire Board including the President of any recognised association. 
(8) that the present system of directors being chosen to represent 
different interests should continue but that the election should be 
by the general body as a whole and not by panels thereof, (9) 
that two of the six seats now reserved for brokers should be 
reduced and a corresponding number be leserved for Associate 
members, (10) that in addition to the three persons nominated 
by the l.C.C.C. four persons should be nominated by Government 
to effectively safeguard growers' interests but that they need not 
necessarily be growers, (11) that there should be no provision for 
transfer of membership and no limit to the admission of new 
members either Ordinary or Associate. (12) Lhat the Associate 
members should be allowed to elect members to the general body 
in the following manner: for the first 100 Associate members. 
5 members; for every additional 50 Associate members or part 
of 50, there should be 1 membei; provided however that the total 
number of such members elected to the general body does not 
exceed 20, (13) that the Survey and Appeal Committees should 
be enlarged as follows: Survey Committee from 25 to 50, Appeal 
Committee from 16 to 30. Super-appeal Committee from 3 to 5, 
(14) that the Association should make more use of the machine 
tests at the stage of appeal, (15) that smaller unit (than the 50- 
bale unit) should not be allowed, and that there should not be 
a general reduction in the membership fee of the E.I.C.A. nor a 
Separate class of membership for small tiades and that it is not 
necessary to give separate consideration to the question of amal¬ 
gamation of the Shii Mahajan association with the E.I.C.A , (16) 
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that options in cotton, i.e. teji-mandi transactions should be for¬ 
bidden, and (17) that the present time is not opportune for consi¬ 
dering a change in the major basis of the contract nor any radical* 
alteration in the present contract is necessary. 

These recommendations were rightly and wrongly criticised by 
a fairly large number of individuals and important institutions dur¬ 
ing the next few months. In consequence, the Government 
accepted the above recommendations with certain modifications 
and amendments, in August 1947. Particularly the desirability of 
affording some facilities to the members of the Mahajan association 
was strongly urged upon the Government by several Trade Asso 
ciations. The Government therefore had to decide that the facility^* 
should take the form of the creation of a new class (temporary) 
of membership which will, on the expiry of the temporary period 
and on further conditions to be then prescribed, be absorbed in one 
of the regular classes of membership of the E.I.C.A. The details 
laid down by the Government in this connection were as follows:^ 

(I) The E.I.C.A. will be requested to create a class of new Special 
Associate members (temporary), which will be terminable on 
August 31, 1950. (2) Only such persons will be eligible for 

admission to this class as have continued to hold a membership 
card of the Shree Mahajan Association from a date prior to May 
I, 1947. (3) Every member of this class will pay a deposit of 

Rb. 5,000 and an annual subscription of Rs. 200. (4) The trading 

rights of such member will be the same as those of a full member 
of the E.I.C.A., subjeel to the condition that in the event of any^ 
party asking for either a havala or a deposit from a member of 
this class in respect of any transaction, he will foithwith give the 
havala of a full member of the E.l C.A. oi pay such deposit; and 
subject further to the number of permits admissible to a member 
of this class being such as may be decided by the Government in 
consultation with the E.I.C.A. (5) Hie voting rights of such 
member will be the same as those of an associate member of the 
E.I.C.A., Associate and Special Associate members of the E.I.C.A 
including new Special Associate members may be allowed to elect 
representatives to the general body up to nine per cent of the total 
strength of such members (6) The Government will in due 
course and in any case not later than May 31, 1950, review the' 
position and decide in consultation with the E.I.C.A. (a) whether 
this special class should be continued beyond August 31, 1950 
and if so for what period and on what further conditions and (b) 
if it is not to be so continued, whether any facilities should be given 
for its absoiption in one or more of the classes of membership of 
the E.I.C.A. and if so, whtft facilities. Accordingly the constitution 
of the EI.C.A. was reconstructed from 1st January 1948. 

The Bombay Forward Contracts Control Act, 1947: On th« 
6th September 1947, a Bill based mainly on the Cabinet Com-j 

>b Ciiiii nl noiul.iy, Pn» Non itaicil 
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mittee’s recommendations with the modifications inserted by the 
Government was published in the Bombay Government Gazette.**’ 
£)n 25th September 1947 this Bill was presented to the Bombay 
Legislative Assembly by the Congress Ministry. While introducing 
the Bill Sjt. V. L. Mehta, Minister for Finance, staled that "The 
complaint has been made that such control as Government exer¬ 
cises over the cotton and Stock markets under the Bombay Cotton 
Contracts Act, 1932 and the Bombay Securities Contracts Control 
Act, 1925 has proved ineffective. Forward trading takes place 
outside recognised associations and in a manner which is detri¬ 
mental to genuine trade interests. This Bill while consolidating 
live present law regarding control of forward markets also incor¬ 
porates provisions on the lines recommended by the Cabinet Com¬ 
mittee for tightening up Government control over such markets." 
The debate that followed on the Bill indicated diametrically oppo¬ 
site views held by the different sections of the house. One shade 
of opinion demanded for the total abolition of forward markets 
while the other school of thought advocated for the abolition of 
the penalty and superseding clauses from the Bill. With a view 
to bridge over these divergent views, the Bill was referred to the 
Select Committee which was asked to submit its report in the 
middle of October 1947. The Bill was then read in the modified 
form second and third time. In due course it received the sanction 
of ihe authorities and became "The Bombay Forward Contracts 
^ontrol Act, 1947." 

This Act is now made applicable to the whole Province of 
Bombay. Secondly, only recognised associations are allowed to 
ronduct forward trading in cotton and a penalty clause is inserted 
for unrecognised bodies to be set up or conducted in the Province. 
Thirdly, options are made illegal under this Act in the Presidency. 
Fourthly, Government is vested with the powers of recognising 
associations, withdrawing recognitions, superseding Board of a 
recognised association or its President or one or more members 
of its Board as and when Government deems it fit. It will be 
observed that this is a very wide, general and comprehensive Aet 
under which cotton is only one of the commodities dealt with, 
ijhis Act may therefore be compared with the Commodity Ex¬ 
changes Act, 1936 of the U.S.A. The Act however suffers from 
certain defects and limitations which may be noted here. It makes 
no provision for the publication of useful data, facts, figures and 
periodical statements by the forward markets which may be quite 
interesting, instructive and useful to the trade as well as to the 
general public. It prescribes no limits on individual trading or 
speculative position on a forward market for a given settlement. 
It does not make it compulsory for a member of a recognised 
ysociation to hold a licence issued every year by the Government 

i0 \ Dili No.XUl of 19-17: A Rill m pmvitlt for ihr nHaiion nn(1 control nf forward 
inntrjiK toi piohihilmn ul option itul lm umiu mIim nun it in il,i l’mxiiH 
nl Bnmlm. 



262 


lUlklN IKM’IMj AM> MvRkl/tS IN CO'I ION 


like Bombay, Ahmedabad, etc., and contracts contravening the 
bye-laws of such a body in each city or district or place should be 
made illegal and punishable at law. This will go a long way tcfl 
establish unitary control and maintain effective regulation in prac¬ 
tice by avoiding multiplicity of control or duality of regulation in 
a given case. Needless to point out that by so doing India will be 
falling in line with the principles and practice of regulation and 
control adopted in other countries by the sister institutions in their 
lespective spheres of activities and business. 

Recently a scheme of "model by laws' 1 " has been suggested 
by one writer both as an alternative and a solution to the problem 
of unitary control. Under this scheme, any number of organisations^ 
may be formed and run provided that they all follow the bye-laws, 
laid down as model by the State. The disadvantages of this 
proposal are so obvious that it is hardly necessary to enlarge upon 
them. In fact, if more than one body is given the power to regulate 
the trade of a given city or place and to exercise control 
over it, it would not only create conflicting interests bu< 
also cause some confusion. The proposal if translated into practice 
would create such ronditions as to have the effect of defeating 
the very object which Lhe trade seeks to promote. The control 
which is intended to be introduced can be compared with that of 
a local self-government or Municipal Corporation in a particulai 
town. 11 One cannot have two bodies in any one town trying to 
run its administration. In a Corporation there may he rival partied* 
but they are not allowed to function simultaneously. Again, the 
scheme of model bye-laws is not free from limitations. It is un¬ 
workable in the sense that the administration of different associa 
lions will differ. There will be different rates. Speculation, per¬ 
haps, nothing short of gambling will be the only result. It will 
adversely affect the cotton price 

Furlher, is it not better in order that the cotton interests may 
know wheie they «tand lo have a single regulating body in one 
city rather than have a number of bodies? There can be no such 
thing as healthy competition between two or more rival bodies, 
controlling one and the same trade in one and the same city 01 
in one place. Moreover, control by more than one association 
means the negation of regulation in practice. Having a number 
of bodies in one plate all following the model bye-laws it would 
he impracticable to have unitary control. If there is to be unitary 
control and if it is to he effectively carried out it must be vested 
in a single body for a given area. That body should have ample 
authority to deal with situations that may arise from time to time 
and to enforce its decisions thereon. This body should therefore 
be a well-organised institution like the E.I.C.A. in Bombay reprej^ 

1U Dantwalu M. L.; Marketing of Raw Cotton in India, 1937, p.257. 

U "Our idea of unitary control is ilut thin should be one bod) 4 in one town to control 
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sentative of all sections and interests of the cotton trade for the 
city of Bombay. It may therefore be hoped that the sooner this 
■problem is put an end to by giving effective unitary control to the 
respectively well-organised bodies for different cities or places or 
regions tne better for all concerned with the cotton trade and 
markets in this Province. 

Constitution of the Board of a Recognised Association: Involved 
in the question of unitary control is the issue of the panel system 
nr the constitution of the governing hody of the exchange. This 
l* another vexed problem with which the trade is confronted for 
'he last so many years. 1 he question of the constitution of a con¬ 
trolling hody dates hack to the Act of 1919 under -which the 
Cotton Contracts Board functioned. This Board was composed 
of a chairman and 11 members The chairman and 6 of the 
members were to be appointed by the Government. Of the 5 
other members, 3 were to be elected by the members of the Clear¬ 
ing House and 2 by the Millowners’ Association. 1L ‘ It will be 
noticed that the origin of the system of panels thus lies in the 
c onstitution of the Cotton Contracts Board and the idea of sections 
ot panels crept in the trade with the passing of the Act of 1919. 

With the repeal of the Art the life of the said Board came to 
an end but its precedent remained and had its repercussions on 
Ihe newly formed association The principle of representation to 
ihe Board accepted at that time was that representation of inte- 
jesls is of more importance than that of individuals. Each section 
of the trade composed as a body had some misgivings about the 
other. This made them discard the principle of democratic repre¬ 
sentation in favour of sectional and narrow interests. There was 
ihc apprehension that if the individual representation was provided 
for, the institution would berome an association of brokers who 
were then as now in a majority. The Irade in turn resorted to the 
panel system, as a temporary measure giving each section a special 
representation on the Board of Directors. At first sight the 
system might strike to an outsider a* curious, but the institution 
of panels was the only measure which enabled the E I.C.A. to come 
into life as a representative body of all sections and interests of 
the trade. Had the panel system not been devised, there would 
have been no unity and no agreement among the various interests 
in Bombay. By this system different sections got representation 
on the main body consonant with what they considered to be their 
interest and stake in the cotton trade of Bombay. 

In 1930, most of the members of the Wiles Committee showed 
their willingness to abolish the panel system in favour of election 
Jby the general body. They expressed that the system was not con¬ 
ducive to the betterment of the trade in general, since, it made 
the trade think in terms of compartments. Some of the members. 


i2 Avi of PIQ, Section Vi), <u), and (ni). 
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however, were not ready to part with their sectional views. They 
apprehended that their interests were not safe in the hands of 
the general body, and for that reason alone they demanded thal 
the then existing system should be allowed to remain. Hence, on 
this as well as on the question of election of the Board of Direc¬ 
tors, the Committee was divided. The majority suggested the 
election to be by the general body but the minority demanded 
that each section be elected by the members of the respective 
panels. 11 Ihis recommendation along with others was embodied 
in the Act of 1932 and the panel system continued to function 
The question of the constitution of a recognised association has 
thus been a burning issue to the trade. Because the system of 
panels divides the whole hade into unnatural and self-centered 
groups, it does and has done more harm than good to the trade 
in general. Hence, the issue is that can reasonable representation 
of all interests on the Board of Directors be insured without divid¬ 
ing up the traded This id the crux of the whole problem. 

fhe main drawback of the system lies in its unrepresentative 
character. Panels do not either truly or adequately represent on 
the Board the various classes in accordance with their relative 
importance. For instance, the buyers' panel and the sellers’ panel 
return 4 representatives each to the Board though their numbers 
of membeiship are hardly 53 and 106 respectively. There are 
200 bTokeis and still they are allotted only six seats on the Board. 
Now whichever way one looks at it, it over-balances the other. 
To artificially balance the Board, one will have to define strict]} 
who will go on the brokers' panel, who on the sellers’ and who 
on the buyers’? At present the situation has developed to such 
an extent that any one member does business in all the three 
panels and it is difficult to say that he is only a buyer, a seller or 
,a brokei, because, he rombines all three functions. 11 In fact, the 
dividing line between the vanuus groups is very thin and at times 
misleading which renders the panel system not only futile but also 
dangerous in its working. n 

Again, apprehensions as to the neglect of interests of a particular 
hretion by the general body are based on the comparative igno¬ 
rance of the real interests of the general body of members. It » 
digued that those who handle ready cotton have a greater ttake 
in the hade than those who deal in futures and hence, to safeguard 
the interests of the people dealing in spot it is necessary that panels 

■* Kcpull 1*1 till l IBIIIIIIUU1. |'|s |‘Mil. 
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should be allowed to continue. Against this, it may be pointed out 
that the interests of spot dealers are confined to the production 
of the ciop and its availability in Bombay only, while those of 
the dealers in futures extend over a vast field since business in 
futures comes not only from all comers of India but also from 
every part of the globe. It is therefore natural to emphasise 
here that the stake of those who deal in futures is at least equal, 
if not greater, to that of spot dealers. For this reason, it is but 
fair to allow the trade to form the controlling authority by fully 
tiusting the good sense of the general body. 

Another argument that is suggested is that the retention of 
panels has some deep concern with the powers of the Board. It 
is true that the Board has vast and almost unlimited powers in 
matters of bye-laws and committees. This trouble can be amicably 
solved by Tesolving that all the standing committees including the 
committee on bye-laws and discipline should not be nominated 
by the Board but be elected by the general body as is the practice 
in other similar associations abroad. If important decisions are 
arrived at by these rommittees who will be independent of the 
Board by virtur of their being elected by and made responsible 
lo the gencial body, there would Temain no reason for demanding 
any more special representation by way of panels. This will make 
the whole situation democratic and thoroughly representative of 
the premier trade of Bombay worthy of its name. The time has 
now arrived for broadening and democratising the constitution of 
the Board and for bold as well as decisive measures to be taken 
for this purpose as soon as possible. The directorate of the con¬ 
trolling body should be elected by and be responsible lo the 
general body of members and the panel system should be abolish¬ 
ed. Such controlling body will and must look after the interests 
of the tiadc in general It will then be a more homogeneous 
whole than it is now. 

5. CONCLUSION. 

In view of these considerations, the conclusion seems inevitable 
that there should be an effective unitary control by a single body 
for a given city officially recognised by Statute, as in other coun¬ 
tries, making all rontrarts contravening the bye-laws of such a 
body not only void and illegal but also punishable with a fine as 
well as imprisonment and that a new post of a Commissioner of 
organised markets be created under the Act for the purpose of 
effective control and better regulation of the cotton trade in the 
Province of Bombay. Further, the constitution of such a body 
must be democratised on the acknowledged democratic principle 
oi representation, viz., one man, one vote. The general body 
should also be given more powers by way of taking away the 
powers of nomination of the standing committees by the Board 
and accepting the principle of election of all such committees by 
the general body to whom the Board and these committees should 
remain responsible. 



CHAPTER XV. 

SUMMARY AND CONCLUSIONS 


WE are now in a position to put together the results of this study It 
will be noticed from the preceding page? that a futures market 
performs several important functions rendering genuine economic 
services most vital to the marketing of raw cotton. Colton ex¬ 
changes are of great use to the trade for the orderly distribution 
of the staple, from the field to the factory. A futures market is 
a dealing house of all information. In seeking new sources of 
information and in registering promptly the news which comes to 
the market, the exchange goes further than mere acting as a 
clearing house of information for the trade. It acts as the record 
office too. The very fact that the. futures markets are operating 
for 75 yeais and that new exchanges have conie and are coming 
into existence does nf itself signify that Lhey have a useful and 
beneficial place in our economic life. 

I. PLACE OF A FUTURES MARKET IN THE COTTON 
TRADE AND INDUSTRY 

The central feature in the economic organisation of modern 
society is the market. From an individual point of view the pro¬ 
duction and distribution of comodities are carried on for the 
purpose of exchange. The tests of perfection of an omanisalion 
of trade are the promptness with which *urh hander is effected 
and the accuracy with which it is carried out In far I the entire 
trade of the world centres aimind the futures market. In a futures 
market a composite judgment n f all the ttadeis is ierorded through 
out the trading sessions. Hence, such >1 market ran be said to 
re.flect the consensus of trade opinion. Considering the fact that 
hundreds of thousands of people au engaged in the task of handl 
ing the world s raw cotton from the original pioducer through 
complex channels to the ultimate consumer, thr futures markets 
of the world have reached a remarkable stage of organisation. 
I he increased use of cotton futures markets in India as well as in 
foreign countiieR hears testimony to the vitally important plarr 
held by them. 

A Futures Market is an Auxiliary Institution; Though one of 
the highest forms of mechanical and technical effirienry is found 
in a commodity futures market, it is not used as a means of mer¬ 
chandising the goods itself. In the first part of this work, we 
have seen that only a fraction of the total amount of cotton dealt 
with on the futuies market results in actual delivery. This fact 
shows that a futures market is not meant to be used as a channel 
of actually merchandising the commodity. It is availed of rather 
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a b an aid to the successful distribution of it. For the actual mar¬ 
keting of cotton, one has to look elsewhere. Because there are so 
many different classes of cotton with specific uses, a futures market 
is ordinarily an unsatisfactory place in which to buy or sell the 
actual staple. Those who deal in spot cotton avail of the price 
recording facilities of a futures market at all stages of marketing 
and manufacturing of cotton, without making or taking a delivery 
"gainst their sales or purchases of futures contracts. In fact, 
commodities were produced, transported, sold and consumed 
hundreds of years before the first futures market was organised. 
It was not developed as a channel of distribution through which 
a farmer disposed of his product and a manufacturer procured his 
■ equirements. It can therefore be stated thal a futures market 
developed rather as an auxiliary institution connected with specu¬ 
lation in pi ices, the financing of the trade and the counterbalancing 
ol the business risks. Its economic functions also lead us lo the 
same conclusion, since, almost all the vital services rendered by 
it are those of an auxiliary character to the distributive system. 
While it is not a direct link in distribution, it offers so many genuine 
services to a dealei of the physical commodity that it has become 
almost indispensable in the orderly marketing of the world's lead¬ 
ing staple of commerce. 

The Importance of the Futures Market: If a futures market is 
done away with, it would tell heavily upon agriculture and manu¬ 
facture alike, since its insurance service will not be available. A 
good price-barometer indicating changing prices provided by a 
futures market will also be lost. By the disappearance of the price 
protection, those engaged in the marketing process will be forced 
to operate on wider margins; paying Jess to the producers and 
charging more to the consumers. Thus, in reality, the dealers would 
hedge theii marketing operations and producers as well as con¬ 
sumers would be made to pay the toll. The information received 
by us on this point shows that the effect of a lack of futures 
markets (a) on agriculture, will be lower return, (b) on trade, 
general restrictions, (c) on commerce, decreased activity, and 
(d) on industry, lessened demand for industrial products. In this 
way, the importance of a futures market is vital to the trade and 
iudustiy as a result of which it is used more and more now-n-days 
In fact, the more a futures market is extended to reach the two 
extremes of the rhain, the better for everybody. 

Effects of closing the futures markets: To clearly bring home 
the necessity and importance of the futures market, we may refer 
to the situation created by the closing of the market in certain 
centres. At the outbreak of the World War of 1914 and during 
the war of 1939 the cotton exchanges in Bombay, Liverpool 
and New York were closed for several months. 

(a) Experience of Liverpool and New York: The prevalence 
of extreme market fluctuations at the outbreak of the first world 
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war and the failuie of firms dealing in futures made it necessary 
to close the markets both at Liverpool and New York. When the 
markets were closed, the cotton trading was largely at a standstill. 
Hiere was no definite world market. Prices differed in different 
towns. The variations depended on the sales in night. Chaotic 
conditions in the trade were the immediate results. Merchants 
lould not safely buy cotton, because they rould noL hedge. The 
same was true of other interests. In Liveipoo), the authorities 
were uiged by the British Boaid of trade to make possible the 
resumption of futures operations Similar ]>, in New York, the 
Board of Directors tereived continual appeals from spinners, 
farmers and merchants to Teopcn the market ( ontinued pressure 
was biought to bedT on the respective authorities and Govern¬ 
ments by various interests, emphasising ihe difficulty of carrying 
on business in secuuty or confidence without the functioning of 
futures markets. Thus, it was not long aflej »hr exchanges were 
dosed in Liverpool and New York that their weir demands for 
leopcning the same. 1 

(b) Indian Experience: In order to rluit Indian opinion on 
•he question, we asked lot the same from si veral well-known 
/inns with refcienrr to the dosing of the exrhnnge in India during 
the World War II from the middle of 194^3 to the end of 

October 194 3. We gn e below the consensus of opinions leccived 
lo different aspects of the question that we could gather: 

(l) 1’iadns could nut ioun an> idfa ol ihi inim» pii'r of 
c otlon 

(ul The (Otlon tirtde was thiown in daikntss 

(m) Farmeis imnrd lowei pur*** ihuu h tin » on tiimrih 
v eie dia ,r e«J hiohei pm * 

(iv) Maigtn between the cost ol taw cotton and the sale price 

of finished aiticle became greater 

(v) Iradc activities wrre decreased 

(vi) Prices varied to any extremes. 

(vn) Cotton trade as a whole suffered muih. both m irspetl 
of aceonnmodation and values 

(sin) Ihc far tory-owneis and agrieultini'ts had no hedge to 
limn thru u*k* .same wa« the rav fo» ..pinners and 
merchants. 

(\x) The cxpoileii> could not s<*ll foiwaid deliv'uy ^otton. 

A glance at these opinions will »fifVntr how important and 
indispensable a futures market is in the economic life of modern 

I Mu Vimru in I \dlu „r vu il I hill i„m ilmiu n ilu "Hin 1 U iluU\>’ MjiJi 

l'MJ 1m a piriiMl ol ll iln Ji is ncdliss tu uM tint tin (.losing ij the 

Lwlijngi hail j inrahMiit; JTut on thi AniuiidJi mil m lijrh. 
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society* It is a legitimate institution necessary for the successful 
handling of cotton business. Facilities are afforded to every section 
of the trade by the existence of a futures market. Operations on 
such markets are of direct interest not only to their members and 
millions of farmers as well as spinners but also indireclly to the 
public at large. 

2. ECONOMIC SERVICES OF A FUTURES MARKET TO 
THE COTTON TRADE AND INDUSTRY 

Cotton Exchange in India: In India, the growth of cotton 
exchanges a* economic institutions io\ the distribution of cotton 
was as natuial as the growth of any other economic institution. It 
is of interest to note that the spot business in cotton came first, 
then ‘to arrive' contracts and out of these two developed the 
modem system of futuies markels where futures tiading if carried 
on, on an extensive srale. Trading in cotton futures, has been 
conducted now for several decades. It should, however, be pointed 
nut that the East India Cotton Association, the Karachi Cotton 
Association and other Indian futures markets are of recenL origin; 
ihey were set up after the post-war rommeicial boom of 1920-22. 

We have seen that the E.l.GA. and the K.CA. maintain: 

(i) Diffnent byslenib of hedge conliad* for different vaiic-ties 
of Indian cotton. 

fii) A reasonable H7e ol the unit of the contract, namely, 
50 bales. 

(iii) A modern clearing association for perindii al settlements 

and deliveiy of cotton; and 

(iv) A spot market. 

Besides, they gather from eveiy pail of the world news bearing 
upon the existing supplies, visible and invisible, production and its 
prospects, cany-over, local and world prices in futures markets 
and similar materials of value required by members and the trade 
at large. Ibis information is placed before the buyers and sellers 
to keep them in touch with every price influencing factor known 
so that the operators and the investing public mav intelligently 
determine their procedure in their best inteiests. 

Hedging and Hedge Contracts: The principal service of the 
cotton futures market is to afford hedging facilities In order to 
protect against losses occurring under unforeseen circumstances in 
a business, there is a tendency among businessmen to insure against 
everything. The trade in cotton is not an exception to the policy 
adopted for the main reason that the position of an uninsured 
trader in the market remains precarious due to wide fluctuations 
in prices. By the use of a futures contract, a limit is placed on 
the possibility of loss and the protection thus obtained is in the 
nature of price insurance, To serve the purpose of hedging, a 
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futures market must be broad. A broad market makes possible 
the putting on or taking off, of hedges for large amounts with the 
minimum price disturbance. This characteristic is largely the result 
of giving the professional risk-takers and the public a convenient 
means of trading in futures on an organised market. Besides the 
requirements of breadth, hedging needs continuity in a futures 
market. The importance of a continuous futures market can be 
better appreciated when it is realised that it affords the dealer a 
market ever ready to absorb as laige a stock of cotton as he desires 
to unload. Similarly, a dealer whose spot cotton may not have 
been sold for a moment gets an opportunity of selling it through 
futures which gives him an outlet for delivery. Thus, the fact that 
the market is continuous is itself an insurance against the risks of 
unsold cotton. However, it may be noted that the continuity in 
a maiket is disturbed when it responds to manipulation which makes 
the situation abnormal. Under normal circumstances, a futures 
market is so broad and continuous that any large order registers 
no appreciable effect on prices which are quoted from minute to 
minute. It is this character of continuous price quotations that is 
more important to a hedger, because, price quotations of the futures 
regularly form the basis of bidding in the spots. Because a ready 
market for the whole marketing season is always aL the command 
of the buyer and the seller, cotton is also established as desirable 
collateral for bankers. 

For the purpose of hedging against Indian cotton and cloth, the 
markets of the E.I.C.A. and the K.C.A. are well-equipped and better 
suited. So far as the extent of hedging is concerned, our conclusion 
is that a cotton futures market in India is used for hedging as a 
regular practice by merchants, dealers, and though indirectly to 
a considerable extent by manufacturers. But the average Indian 
grower or factory-owner makes very little use of hedging. 

While hedging supplies an effective means of insurance against 
fluctuations in piices, it should be admitted that it does not give 
complete protection to a hedger. The protection furnished by 
hedging is imperfect because there is no cover against changes in 
‘basis 1 . Apart from faring the situation arising out of the varia¬ 
tions in basis which cannot be hedged, the hedger in India has to 
countenance the additional risk. This additional burden is the 
direct outcome of the faulty construction or 'technique' of the 
present system of hedge contracts in the Bombay market. Hence, 
a rational reconstruction of the hedge contracts with a thorough 
overhauling of the exisLing system is long overdue. Though the 
matter is receiving some consideration at the hands of the EJ.C.A. 
u formula agreeable to all the sections of the trade is yet to be 
evolved. Our suggestion in this direction is that the system of 
hedge contracts in India should be based neither on one hedge 
contract for all the principal growths of Indian cotton, nor on a 
large number of hedge contracts for different styles. Our conclusion 
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is that there should be only two contracts for our market and they 
should cover all the main varieties of Indian cotton Of these two 
contracts, one should be for staple varieties and the other for non* 
staple growths. Further, regarding the standards for grade and 
staple, our opinion k that we should adopt the system of 'universal 
standards for Indian cotton and in order to make the applicability 
of this system compulsory for all markets dealing in Indian cotton, 
the Indian Cotton Standards Act should be passed at an early date. 

Cotton Prices: The main object of the marketing system is to 
ascertain the proper price of every commodity which passes through 
it. As a corollary to this it also aims at securing uniform prices 
. for a particular commodity throughout the world. It is the futures 
1 1 market that renders possible the conception of a world market. 
The futures prices ruling during the trading hours are readily 
ascertainable, because, at any time they can be quoted on the mar¬ 
ket. They are given free publicity in the world's press. It is on 
the published market quotations that all interested in the trade 
rely in every day business affairs. The price paid to the growers 
generally depends on the price of futures. Besides, ihe price deter¬ 
mined on a futures market serves the following purposes; (a) it 
indicates the market value of cotton, fb) it is UBed as the settlement 
price for futures contracts; and (c) it arts as a guide to upcountry 
agents in their transactions. Since, each day thousands of bids 
based on the futures quotations are received by producers and 
^ country dealers, and thousands of offers based on such prices are 
sent to mills and distributors, the price-registering function of a 
futures market is of considerable importance. Without this service 
the interests of producers and consumers would suffer most because 
they would not know the price of cotton from hour to hour and 
day to day. Every information affecting present c»r future prices 
registers its influence immediately in n futu^ market. It 
may be weather conditions in the Broarh District oi in the 
American cotton Belt, business conditions in India or England, 
labour troubles in Ahmedabad or Lancashire and the outbreak of 
war between Poland and Germany, all these news are instantly 
recorded and their effects registered in futures prices. A futures 
I market as compared to a spot market is highly sensitive, keenly 
competitive, and more responsive to every change in market 
opinion. Hence, the price quoted at any moment, represents a 
balanced judgment of those buying and selling in a futures market. 

It is through a futiues market that the dealers are enabled to 
exercise their best judgment to discount the future at once in the 
form of actual transactions. For instance, the effect of a short or 
a bumper crop upon prices is discounted long before it would other* 
v wise be realised by the general public. The daily discounting of 
current events thus tends to subsidise the sudden decline or rise 
in prices which otherwise woud have occurred upon wide publica¬ 
tion of slowly developing events. The existence of such a market 
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where cotton is sold at a price which will not be ordinarily dis¬ 
located by any amount of sale or purchase, is of great service to 
the various interests, such as, agriculturists, manufacturers, investors, 
eic., who wish to anticipate the future trends of prices for their 
individual interests. While describing a futures market as a price- 
registering organisation, it is not an exaggeration io say that the 
price registration is the most vital service upon which hedging and 
financing of the trade depend. 

Facilities afforded for hedging to all those who need protection 
in not the only point in favour of the E.I.C.A. or the K.C.A. but 
the price-level established there has a far-reaching significance 
both in India and abroad. Therefore, if prices can be successfully 
forecasted in advance, our exchanges will tend to render the econo¬ 
mic service of the highest order to the cotton trade and industry. 
Having examined the difficulties that a successful forecaster has to 
overcome in general and for Indian cotton in particular, we have 
come to the conclusion that the price of cotton futures cannot 
be forecasted for minor fluctuations and for a duration of time 
involving several months. All that can be achieved is that the 
trend can be foretold for the period immediately ahead. The reason 
for this lies in the fact that over and above the difficulties involved 
in arriving at the world's total supply and demand for a given 
season, general economic and political developments influence 
cotton prices so often, that it is impossible to isolate both their 
relative importance and respective influences. Moreover, the minor 
variations are the products not of one but of a variety of causes. 
These causes can never be visualised in their proper perspective in 
advance. Though the short-term factoT or factors causing minor 
variations are not the fundamental forces determining the price in 
the long run, they are certainly the factors deciding piecise points 
for the purc-hase or sale of a futures contract for a given day, week 
or month. For this reason, they ate of greater concern to a dealer 
on a futures market than any other single group of factors calcu¬ 
lated to affect the price of colton. Even among the short-term 
forces, by fai the most important factor influencing the price 's the 
market news. Interpretation of news by traders on a futures market 
assures a degree of anticipation of future events that would not 
otherwise be possible. Hence, if the present standard of informa¬ 
tion that is circulated to the trade and made available to the public 
is materially improved, bettei results can certainly be obtained. 
In the end it may however be observed that prices during the war 
are governed more by political and other factors than by pme 
economic considerations or the demand and supply situation in a 
given market like the E.I.C.A. at a given time and that they are to 
be controlled and kept within certain limits by creating artificial 
'floors* and 'ceilings* for a given season ^ 

Badla Business:. The futures price quoted on a particular market 
represents the general price-level of the growth or growths dealt 
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in that market. It is this dement of general price-level that can 
be compared with those ruling on the different futures markets of 
)he world. This h rendered possible only by a net work of 
communication services connected with the futures markets all over 
the world. It is in these markets that all the buyers and sellers 
of the world meet throughout the working hours of a trading day 
and exchange their views regarding prices. As a result, allowing 
for the cost of transport, etc , plus the difference in quality, cotton 
prices in different markets are rendered uniform. This makes it 
possible to link together the different markets of the cotton world. 
When such uniformity in a particular market is disturbed, the 
operators generally known as 'straddlers' trv to bring about the 
i ecessary adjustments bv updating in other markets. Straddlers 
enter the badla business between the different markets of the world 
and assuie that so far as it can be accomplished by human foresight 
the coming events will be reflertrd on the present price-level before 
lh‘*ir actual anpeaiance Should the pr're in one market, consider¬ 
in'? coat differentials and quality be out of line with the price 
prevailing in another * ‘Uaddlei will buy in the low and simul¬ 
taneously spII an equal amount in the hiVh market The product 
j* thuj cau-od to flow fio»n a place when for the moment it fetches 
low price to the place commanding a high price. A straddler by 
constant watch keep*- all the leading maikets 'into line* with one 
another This is an important though most technical sendee 
jYmdcied to the cotton tride by a futures market to our modern 
industrial society 

Tejr-Mandi Transactions: Although a transaction in Teji-mandi 
i* not offiilallv Treu^nibod in India but tabooed, it forms a popular 
medium of dealing in co*ton No doubt, fiom Lhr stand-poiht of 
a buvet the teji mandi transaction is both commeicially healthy 
and economically sound Hcnre, the business on leading exchanges 
in In Ha assumes 'uch a volume that il affects the trend of cotton 
ptices, especially in Bombay In what direction the price fluctua¬ 
tions will be accentuated depends upon the position of a seller of 
teji-mandi contracts There can be little doubt as to the fact that 
the position of the sellei of options, as we have explained above, 
tends to influenee a pne* level in a given market If a large amount 
of teji-mandi trxnsar tions happens to accumulate on any one posi¬ 
tion of any one contiact, the natural sequence is that a seller of 
options hes to buy in a using maiket and sell in a falling market. 
In other woids, the operations of a seller of options help both the 
bullish and the beaiish ttends of prices. We would therefore suggest 
that the transactions in teji-mandi should be officially brought 
und»r control and a limit be prescribed on a sellers trading in 
opLions, For this purpose, a foxmal lecognition of teji-mandi 
transaction is absolutely neccssaiy. But such a recognition 
must be qualified by a proviso that in order to restrict a seller’s 
dealings, rules should be framed imposing the maximum limit of 
amount and quantity beyond which be cannot sell options on a 
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particular position of A particular contract. 

Speculation: Recognising the value of hedging and continuous^ \ 
price quotations on a futures market, the speculative transactions 
must be regarded not only aB inevitable but also as desirable opera¬ 
tions. Similarly, the existence of continuous price quotations pre¬ 
supposes the existence of a speculative market. If it were not for 
the futures market and the existence of professional dealers, the 
vast quantity of cotton lying in godowns amounting to crores of 
rupees would not be available for business purposes except in a 
very crude manner. By the existence of a speculative market, a 
commodity is rendered less expensive, because, the margin of pro- ^ 
fit is cut very fine. The fact of an open market with quotations?' 
freely distributed, keeps both the producer and consumer in close 
contact with the price-level resulting in the narrowest of the 
handling charges. Traders are enabled to do more business with 
less capital, for, bankers are willing to enlarge greatly the volume 
of credit on commodities dealt on a futures market. In any field 
of business activity, the element of risk is generally represented in 
price. The greater ihe risk of the dealer, the wider his margin of 
profit must be. A dealer who can rid himself of the risk incidental 
to price hazards can afford to do business on a small margin of 
profit. 2 In the absence of a futures market spot transactions would 
need to be made at Bomewhat wider margins. It is only due to 
the existence of a speculative market that prompt and ample finance 
are forthcoming and the marketing is rendered cheap as well ari* 
easier. But for the quality of liquidity, the banks or financiers 
would be reluctant to finance the movements of the crop. The 
element of liquidity provides a banker with an ever-ready market 
in futures and gives him confidence that he will be able to sell 
cotton at a moment's notice and get his money back should the 
necessity arise. The liquidity of futures rests essentially on the 
fact that personal risk is largely eliminated. Each member deals 
with all others indiscriminately, because, the obligations of the 
futures are made transferable. 

The general characteristics of a futures contract, though highly 
technical in nature, render its form so clear and simple that i^ 
requites no immediate attention of the trader to greater details, i 
Its upshot is that transactions in futures are indiscriminately carried 
out both by professionals and the public. Consequently, speculation 
sometimes degenerates into gambling. Again, it cannot be denied 
that under certain circumstances, the price may be manipulated ot 
dictated by some operators at the cost of others. While these 
circumstances may be natural or artificial and the shrewd dealers 
may be taking due or undue advantage of the situation the fact 
remains that our market, at times, is considerably influenced b* 

2 Evidence recorded to our inquiiy (mints to tin effm that an average net profit to 
the Middleman aftei deducting ourhrad charges and interest on capital comes 
10 about one per cent 
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their activities. The manipulative action of a speculator tends to 
Ipjure the interest* of producers or consumers and sometimes of 
oth. The modern system of trading in futures, therefore, proves 
itself a convenient scapegoat in India, particularly in Bombay, for 
all the evils of the trade. Abuses of the speculative system disrupt 
the machinery of legitimate speculation in futures on an organised 
r ommodity market. They not only constitute a menace to a futures 
market but also cause grave injustice to an economic institution 
like the E.I.C.A. or the K.C.A. Hence, some drastic measures must 
be taken before the evils of speculation gather momentum to inter¬ 
fere with its benefits. 

Our suggestion to suppress the inordinate speculation that is 
K oing on in Indian markets are: 

1. The shortening of the period of clearings, i.e. to maintain 
a daily settlement on the leading exchanges. 

2. The introduction of a system of maintaining a minimum 
amouitt of deposit with the clearing house; and 

3. The adoption of the compulsory margin system for clients 
in proportion to the magnitude of the business put in. 

4. A trading limit should be prescribed for individuals. 

5. A limit on daily fluctuations up or down in the price-level 
should also be prescribed. 

Wt- believe that sooner these suggestions are put into effect, the 
hettCT for the tiade in general. 

Control of futures trading and market: An organised market 
jnovides and enforces rules for the conduct of business. It also 
establishes bye-laws for the settlement of disputes. Such a market 
is characterised b> a comprehensive system of rigid rules especially 
when compared with a spot market. In a business where producers 
and ultimate buyers are so widely scattered, it is easy to appreciate 
how a lack of rigid and systematic control over the morale and 
piactices of various individuals constituting the market would lead 
lo chaos and misunderstanding. Those dealing in futures need 
a definite basis of understanding expressed in established rules, 
because, the futures contract does not relate to any specific cotton 
but is a basis contract. The multiplicity of rules of an exchange 
is largely Lo be explained by the aim, on the one hand, to make 
the contiact perfectly general in all its aspects, and on the other, 
K make it enforceable at law. In addition, a futures market pro¬ 
vides for the controversy that may arise from the qualities and from 
matters connected with accounts, between persons engaged in the 
hade. A machinery known as adjustment by arbitration is pres¬ 
cribed. It tends not only to foster high standards of business 
morality and trade usage but also to minimise litigation. It further 
simplifies and even expedites the process of marketing. 
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One of the main objects of a futures market is to establish just 
and equitable principles and to control, promote as well as regulate 
the trade in any particular country. For this purpose, it regulates 
tradirg and provides for its conduct in an orderly manner. Il 
is through an organised market that various improvements arc 
affected in the trade practice and customs. It is instrumental in 
bringing about uniformity in rules and etiquette. An exchange also 
exercises control over speculation when it becomes inordinate and 
wild. In this connection, it will not be an exaggeration to say that 
there is no greater commercial problem in India than the problem 
of regulation and control of futures trading and futures markets 
in cotton. Our analysis of this problem, however, points to the 
conclusion that if the authorities make up their mind and pursue 
the question earnestly the problem is not so difficult as it appears 
at first sight. If the Goveinment onre for all decides to practice 
an 'effective' unitar} control, the piohlem is capable of being easily 
solved. 

Our submission in this matter i< that in ordei to remove the 
troubles of the cotton trade, thp unity of control should be made 
effective under the auspires of a single body for a given city ot 
place officially recognised by statute making all contracts contra¬ 
vening its bye-laws not only void but also illegal and punishable 
at law. Further, in order to pul an end to the panel system which 
has outlived its utility, the Roaid of Directors of a statutarily iecog- 
nised institution should be elected by and be responsible to, th^ 
general body of members This would tend to do away with the 
division of tiade into buyeis. sellers or brokers. It would then 
certainly create a widei outlook and belter atmosphere for the 
cotton trade of our c ountry. Finally, a new post of a commissioner 
of organised markets must be created under the Act for the purpose 
of effective control and better regulation of the futures trading in 
Indian cotton. 

3. FUTURE OUTLOOK FOR A POTTON EXCHANGE 
IN INDIA 

However impoitant an economic organisation like a commodit 
futures market may be, it* shortcomings should never be lost sigh. 1 
of for the reason that after all, it is also a human institution anu 
as such, is subject to mnn-made factors. Granting for a moment 
that the control in India is made effectively unitary, the problem 
of regulation of futures trading and markets will not be completely 
solved, because, even if the effective unitary control ia vested it 
a single democratically constituted body like the E.I.C.A. for 
Bombay it is possible that some of its own members may frustrat' 
the very purpose of the legislation. Excessive and inordinal* 
speculation could be carried on even in a single body. At tim 1 
such activities make the market unhealthy by becoming the caw 
of violent price fluctuations and by rendering the futures contrac 
of little use both as a medium of hedging and as an indicator of 
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the price-level. Hence, these undesirable activities should be con¬ 
trolled by legation. Such activities can be hiought under conirol 
by enforcing margins, limiting horns of businesi and restricting 
ceitain other matters, such as, price fluctuations for a given day, 
Limiting the trading position of an *ndividual, etc. This has been 
accomplished by most of the foreign leadinr maikets and the nutho 
rities have taken steps to improve the character of trading In 
\iew of this, wc suggest that in India the authorities of a single 
statutorily recognised body should be asked to consider the advisa¬ 
bility of adopting the following measures: 

1. The limitation of the daily price fluctuations, 

2 The limitation on the trading of individuals to the extent 
of net long or short position of 50,000 '60,000 bales from the 
1 ist clearing This should not apply to hi d«,e sales and purchases 

3. The publication of such figures a* to enlighten the public 
at large in matter■> of 'volume of transactions, deposits maintained 
by the parties -with the clearing house and other useful as well as 
lclrvant mfoinir lion at Irasl once a week 

4 Adoption of a system of daily settlement and clearing 

5 Ls«uin" a licence to all members of a lccoyniscd associa¬ 
tion •‘iibicit to ceitain fees and conditions to be revised everv year. 

6 Appointing m commissioner of oiganised markets for a 
grvrn province oi State. 
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